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Comments

How "Limited" is Pennsylvania's
Limited Liability Company Act?
INTRODUCTION

On December 7, 1994, Pennsylvania joined the growing list of
states that have enacted limited liability company ("LLC") acts.'
LLCs have been in existence since 1977, but only recently has
the LLC attracted attention as a viable business entity alternative. This attention is primarily due to the LLC's combination of
the most favorable aspects of corporations and partnerships.
An LLC provides for limited liability for all its owners, but is
designed to be taxed as a partnership for federal income tax
purposes.2 The owners of the LLC, who are called members,
have the same limited liability as shareholders of a corporation.' Unlike corporations, however, LLCs can be structured to
receive flow-through tax treatment under federal law.
An LLC, as a non-corporate business, is not subject to the
mandatory provisions of corporate statutes that require boards
of directors, officers and related corporate formalities.4 In addition, LLCs have a flexible capital structure and profit/loss allocation, similar to general partnerships. The members of the LLC,
in contrast with the limited partners of a limited partnership,
1. 1994 Pa. Laws 106 (to be codified at 15 PA. CONS. STAT. §§ 8901-98)
thereinafter citations to the Pennsylvania LLC Act will be to the codified statute
only]. The effective date of the Act was February 5, 1995. Id.
2. See, e.g., 15 PA. CONS. STAT. § 8915 ("[t~he provisions of this chapter are
intended to permit a limited liability company to qualify for taxation as an entity
that is not an association taxable as an entity under the Internal Revenue Code").
3. See, e.g., 15 PA. CONS. STAT. § 8922.
4. See, e.g., 15 PA. CONS. STAT. §§ 1721, 1732.
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are not restricted from participating in the management and
control of the business. Thus the LLC is a hybrid entity.
The most substantive limitation on the flexibility of LLCs
results from the preconditions essential to the preservation of
their tax status as a flow-through entity.' In particular, the
statutes must ensure that the LLC lacks certain basic corporate
characteristics.' The need to meet these federal tax preconditions imposes at least a modest constraint on the ability to plan
for problems of duration and termination.
The LLC entity is likely to be of particular interest to two
groups: those small, closely held corporations that would choose
to be S Corporations, but fail to meet one of the requirements;7
and professional corporations that would like flow-through tax
treatment, or professional partnerships that would like a degree
of limited liability.' For these and other businesses considering
the LLC, an understanding of the entity's limitations, as well as
its benefits, is essential.
This comment provides a general introduction to limited liability companies and the enabling legislation in states nationwide. Issues relating to the formation, operation and dissolution
of an LLC are addressed, as well as tax and securities considerations. This comment also compares LLCs to \other business
forms and suggests the situations in which an LLC might be the
preferred entity.
Finally, the recently enacted Pennsylvania Limited Liability
Company Act (the "Act") is discussed and analyzed. The various
features of the Act, including those relating to formation, management, mergers and professional LLCs are examined. The
Pennsylvania Act's failure to provide favorable state tax treatment to LLCs is also discussed. This significant disincentive
limits the possibility that this new form of business entity will
attract new business to the Commonwealth.

5. These limitations are a result of the Internal Revenue Service's requirements for an entity to be taxed as a partnership, rather than as a corporation.
See Tress. Reg. § 301.7701 (as amended in 1993).
6. Treas. Reg. § 301.7701-2.
7. An S corporation is a corporation that elects to be taxed in a manner
similar to partnerships at the federal level. See I.R.C. §§ 1361-78.
8. Generally, professional corporations provide some limitation on the liability
of the members; the cost, however, is corporate tax treatment. Professionals who are
organized as partnerships have the benefit of flow-through taxation, but there is no
limitation on the liability of one partner for the other partner's misdeeds. A professional LLC combines the liability limitation of a professional corporation with the
flow-through taxation of a partnership.
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A BROAD OVERVIEW

The first LLC statute was enacted by the state of Wyoming in
1977. Over the next ten years, only one other state, Florida,
enacted LLC legislation." Other states were not only unfamil-

iar with this new form of business association, but were also
unsure of the viability of the entity because of questions as to
how the Internal Revenue Service (the "IRS") would classify an
LLC for federal income tax purposes." In 1988, the IRS made
the LLC attractive by determining that an LLC organized under
the Wyoming LLC Act would be classified as a partnership for
purposes of the federal income tax.' Following that ruling,
nearly every state has ridden the LLC bandwagon."
9. See Wyo. STAT. ANN. §§ 17-15-101 to 17-15-143 (Supp. 1994).
10. See FLA. STAT. ANN. §§ 608.401 to 608.514 (West 1993 & Supp. 1995).
11. See Richard M. Horwood and Jeffrey A. Hechtman, The ABC's of LLC's, 40
No. 6 PRAC. LAw 65 (September 1994). It was not certain if the IRS would treat
LLCs as partnerships or as corporations. Id.
12. See Rev. Rul. 88-76, 1988-2 C.B. 360 (1988).
13. In addition to Pennsylvania, the following forty-six states and the District
of Columbia have enacted legislation allowing for the creation of limited liability
companies: Alabama, ALA. CODE §§ 10-12-1 to 10-12-61 (1994); Alaska, ALASKA STAT.
§§ 10.50.010 to 10.50.995 (Supp. 1994); Arizona, ARIZ. REv. STAT. ANN. §§ 29-601 to
29-857 (Supp. 1994); Arkansas, ARK. CODE ANN. §§ 4-32-101 to 4-32-1316 (Supp.
1993); California, CAL. CORP. CODE §§ 17001 to 17705 (West Supp. 1994); Colorado,
COLO. REV. STAT. §§ 7-80-101 to 7-80-1101 (Supp. 1994); Connecticut, CONN. GEN.
STAT. ANN. PA. 93-267 H9 1-74 (West App. Pamphlet 1994); Delaware, DEL. CODE
ANN. tit. 6, H9 18-101 to 18-1107 (Supp. 1994); D.C. CODE ANN. §§ 29-1301 to 291375 (Supp. 1995); Florida, FLA. STAT. ANN. §§ 608.401 to 608.514 (West 1993 &
Supp. 1995); Georgia, GA. CODE ANN. §§ 14-11-100 to 14-11-1109 (1994); Idaho, IDAHO CODE §§ 53-601 to 53-672 (1994); Illinois, ILL. ANN. STAT. ch. 805 para. 180/1-1
to 180/60-1 (Smith-Hurd Supp. 1994); Indiana, IND. CODE ANN. §§ 23-18-1-1 to 2318-13-1 (Burns 1995); Iowa, IOWA CODE ANN. §§ 490A.100 to 490A-1601 (West Supp.
1994); Kansas, KAN. STAT. ANN. §§ 17-7601 to 17-7652 (Supp. 1993); Kentucky, 1994
Ky. Rev. Stat. & R. Serv. ch. 389, § 275 (Baldwin); Louisiana, LA. REV. STAT. ANN.
§§ 12:1301 to 12:1369 (West 1994); Maine, ME. REV. STAT. ANN. tit. 31, §§ 601-762
(West 1994); Maryland, MD. CODE ANN., CORPS. & ASS'Ns §§ 4A-101 to 4A-1103
(1993 & Supp. 1994); Michigan, MICH. STAT. ANN. §§ 21.198(4101) to 21.198(5200)
(Callaghan Supp. 1994); Minnesota, MINN. STAT. ANN. §§ 322B.01 to 322B.960 (Supp.
1995); Mississippi, MISS. CODE ANN. §§ 79-29-101 to 79-29-1204 (Supp. 1994); Missouri, Mo. ANN. STAT. §§ 347.010 to 347.735 (Vernon Supp. 1994); Montana, MONT.
CODE ANN. §§ 35-8-101 to 35-8-1307 (1993); Nebraska, NEB. REV. STAT. §§ 21-2601
to 21-2645 (Supp. 1993); Nevada, NEV. REV. STAT. ANN. §§ 86-010 to 86-571 (Michie
1991); New Hampshire, N.H. REV. STAT. ANN. §§ 304-C:1 to 304-C:85 (Supp. 1993);
New Jersey, N.J. STAT. ANN. §§ 42-2B-1 to 42-2B-70 (Supp. 1994); New Mexico,
N.M. STAT. ANN. §§ 53-19-1 to 53-19-74 (Michie Supp. 1994); New York, 1994 NY
Laws 576 (McKinney 1994); North Carolina, N.C. GEN. STAT. §§ 57C-1-01 to 57C-1007 (1993); North Dakota, N.D. CENT. CODE §§ 10-32-01 to 10-32-155 (Supp. 1993);
Ohio, OHIO REV. CODE ANN. §§ 1705.01 to 1705.58 (Supp. 1995); Oklahoma, OKLA.
STAT. ANN. tit. 18, §§ 2000 to 2060 (West Supp. 1995); Oregon, OR. REV. STAT. §§
63.001 to 63.990 (Supp. 1994); Rhode Island, R.I. GEN. LAws §§ 7-16-1 to 7-16-75
(1992 & Supp. 1994); South Carolina, 1994 SC Acts 448; South Dakota, S.D. CODIFED LAWS ANN. §§ 47-34-1 to 47-34-59 (Supp. 1994); Tennessee, TENN. CODE ANN.
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Limited liability companies are a hybrid form of business
organization, blending characteristics of both partnerships and
corporations. Different state statutes use varying language to
define LLCs. 14 Because it is a distinct business form, some
states have chosen to include a specific statement that the LLC
is a business entity."
FORMATION
All current LLC statutes require the filing of the articles of
organization before an LLC may be formed.' These articles
must be filed with the Secretary of State, and must include the
LLC's name and period of duration. 7 Generally, an LLC is
deemed to be organized either upon the members' endorsement
of the articles, 6 upon filing of the articles,"9 or upon the issuance by the Secretary of State of a certificate of organization.'m
Similar to statutory rules for naming. a corporation, LLCs
must conform their names to specific guidelines. The name must
contain the words "Limited Liability Company" or "Limited
§§ 48A-1-101 to 48A-47-606 (1994); Texas, TEX. REV. Civ. STAT. ANN. art. 1528n, art.
1.01 to 11.07 (West 1995); Utah, UTAH CODE ANN. §§ 48-2b-101 to 48-2b-158 (1994
& Supp. 1994); Virginia, VA. CODE ANN. §§ 13.1-1000 to 13.1-1114 (Michie 1993 &
Supp. 1994); Washington, WASH. REV. CODE ANN. §§ 25.15.005 to 25.15.902 (West
1995); West Virginia, W. VA. CODE §§ 31-IA-1 to 31-1A-69 (Supp. 1994); Wisconsin,
WIS. STAT. ANN. §§ 183.0102 to 183.1305 (West Supp. 1994); Wyoming, WYO. STAT.
ANN. §§ 17-15-101 to 17-15-143 (Supp. 1994).
Hawaii, Massachusetts and Vermont have legislation pending that would
allow for the creation of limited liability companies.
14. For example, Virginia describes the LLC as an entity that is an unincorporated association, without perpetual duration, having two or more members that is
organized and existing under the act. VA. CODE ANN. § 13.1-1002 (Michie 1993 &
Supp. 1994). Georgia refers to the LLC as a limited liability company formed under
this chapter. GA. CODE ANN. § 14-11-101(12) (1994).
15. See, e.g., DEL. CODE ANN. tit. 6, § 18-201(b) (Supp. 1994).
16. See, e.g., FLA. STAT. ANN. § 608.407 (West 1993 & Supp. 1995); KAN.
STAT. ANN. § 17-7607 (Supp. 1993).
17. See, e.g., FLA. STAT. ANN. § 608.407 (West 1993 & Supp. 1995); KAN.
STAT. ANN. § 17-7607 (Supp. 1993); NEB. REv. STAT. § 21-2606 (Supp. 1993). Other
provisions that may be included in the articles of organization include the purpose of
the LLC, the address of its principal place of business or name and address of its
registered agent, the total amount of capital contributions and any additional contributions, the members' rights to add to the membership and continuation rights, and
if the LLC will be managed by managers, the names and addresses of those managers. See COLO. REv. STAT. § 7-80-204 (Supp, 1994); MONT. CODE ANN. § 35-8-202
(1993); N.C. GEN. STAT. § 57C-2-21 (1993); UTAH CODE ANN. §48-2b-116 (1994 &
Supp. 1994).
18. NEv. REV. STAT. § 86.201 (Michie 1991).
19. KAN. STAT. ANN. § 17-7609.
20. See WYo. STAT. ANN. § 17-15-107 (Supp. 1994). See also MISs. CODE ANN.
§ 79-29-201 (Supp. 1994) (providing that a "certificate of formation" must be filed
with the Secretary of State).
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Company" or the abbreviation "L.C." or "L.L.C."21 In some
states failure to include the designated words in the name of the
entity may result in the personal liability of its members."
There are varying restrictions as to the distinguishable characteristics of the name themselves. Some state statutes permit the
name to be reserved in advance of the LLC's inception.' Each
state's guidelines are determinative and are designed to ensure
that those parties dealing with an LLC are aware of its limited
liability feature.'
Most LLC statutes require that at least two persons form the
LLC. However, some state statutes allow organization by a
single person.' Some statutes permit organization by one person, but require that the LLC have two or more members at
formation.' Because of this distinction, a single member LLC
may not be entitled to limited liability under these statutes,
although that individual technically complied with the formation
requirements. 7 Further an LLC with only one member may not
be entitled to partnership tax classification for federal tax purposes.2"
In most states, an LLC may be formed for any lawful purpose' but in a few states banking and insurance industries are
excepted o and other states do not permit businesses that provide professional services to organize as LLCs. 31 Other statutes
limit the purposes for which LLCs may be organized to those
purposes that are permitted for partnerships and corpora-

21. See ARIZ. REV. STAT. ANN. § 29-602.1 (Supp. 1994); GA. CODE ANN. § 1411-207(aXl); VA. CODE ANN. § 13.1012A. Some statutes prohibit the use of "Ltd."
See, e.g., Mo. ANN. STAT. § 347.020(2) (Vernon Supp. 1994).
22. See, e.g., NEv. REV. STAT. § 86.171(2); WYO. STAT. ANN. § 17-15-105(b).
23. See MO. ANN. STAT. § 347.025; VA. CODE ANN. § 13.1-1013; W. VA. CODE
§ 31-1A-6.
24. See, e.g., Wis. STAT. ANN. § 183.0201 (West Supp. 1994).
25. See, e.g., IND. CODE ANN. § 23-18-2-4.
26. Compare COLO. REV. STAT. ANN. § 7-80-203 (permitting one or more persons to organize LLC) with COLO. REv. STAT. ANN. § 7-80-203(2) (requiring two or
more members at the time of formation).
27. See Thomas Earl Geu, Understanding the Limited Liability Company: A
Basic Comparative Primer (PartOne), 37 S.D. L. REV. 44, 58-59 (1992).
28. In a recently issued revenue procedure, the IRS indicated that it would
not consider advanced ruling requests for LLCs with only one member. See Rev.
Proc. 95-10, 1995-3 I.R.B. 20.
29. See, e.g., N.M. STAT. ANN. § 53-19-6 (Michie Supp. 1994); UTAH CODE ANN.
§ 48-2b-104; WIS. STAT. ANN. § 183.0106 (West Supp. 1994).
30. See CAL. CORP. CODE § 17002 (West Supp. 1994); WYO. STAT. ANN. § 1715-103.
31. See, e.g., OR. REv. STAT. § 63.074(2) (Supp. 1994); R.I. GEN. LAWS § 7-16-3
(1992 & Supp. 1994).
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tions. 2 In any case, most of the LLC statutes have defined
"purpose" broadly to allow for flexibility.
Similar to the purpose provisions, the state LLC statutes
grant broad powers to the LLCs. The general powers contained
in LLC acts allow the organization to sue and be sued; deal in
property; lend money for proper purposes; deal in interests,
shares or obligations of other LLCs, corporations, partnerships,
the United States government or any nation; make contracts
and incur liabilities; conduct its business in any state of the
United States; elect or appoint managers and agents, dispose of
its property or assets and to exercise all powers necessary or
convenient to effect any of the purposes for which the company
is organized.3 Other states have added supplemental powers to
the general ones listed above.'
MEMBERS AND MANAGEMENT

The LLC is comprised of members. The interests of these
members are characterized as personal property in the LLC.'
The members are authorized to enter into an operating
agreement to regulate the affairs of the LLC, the conduct of its
business and the relations of its members.36 This operating
agreement may be written or oral and the agreement is subject
to amendment.37 The operating agreement generally includes
the following: 1) capital contribution obligations and remedies
for default; 2) management authority and compensation; 3) allocations and distributions to its members; 4) transferability of
interests; and 5) dissolution provisions.

32. See, e.g., COLO. REv. STAT. ANN. § 7-80-103; KAN. STAT. ANN. § 17-7603.
33. See, e.g., ARiz. REV. STAT. ANN. § 29-610; CAL. CORP. CODE § 17003; FLA.
STAT. ANN. § 608.404; NEV. REV. STAT. § 86.281. Some states provide that the LLC
has the same powers of an individual to do all things necessary to carry out the
LLC's general purpose, business and affairs. See, e.g., GA. CODE ANN. § 14-11-202;
VA. CODE ANN. § 13.1-1011C).
34. See, e.g., ILL. ANN. STAT. ch. 805 para. 180/1-30(12) (Smith-Hurd Supp.
1994) (power to donate to charities); NEV. REv. STAT. ANN. § 86.281(4) (power to
lend money to assist members); OKLA. STAT. ANN. tit. 18, § 2003 (Supp. 1995) (power to indemnify); VA. CODE ANN. §§ 13.1-1009(12), (13) (power to pay compensation
and the power to insure).
35. See, e.g., ALA. CODE § 10-12-6 (1994); UTAH CODE ANN. § 48-2b-103; VA.
CODE ANN. § 13.1-1038.
36. See, e.g., N.M. STAT. ANN. § 53-19-2.
37. See, e.g., ARIZ. REV. STAT. ANN. § 29-601(11); OKLA. STAT. ANN, tit. 18, §
2001(17). Some states require that the articles must be written. See DEL. CODE ANN.
tit. 6, § 18-101(6); N.H. REV. STAT. ANN. § 304-C:1(IV) (Supp. 1993).
38. See RANDOLPH M. KARSH, ROBERT R. KEATINGE, JOHN R. MAXFIELD, AND
JOHN C. SIEGESMUND, III, A MODEL LIMITED LIABILITY COIANY OPERATING AGREEMENT, 836 PLI/CORP. 689 (January - March 1994).

1995

Comments

There are two basic forms of management provisions in the
LLC acts. The basic form, which appears in the majority of the
states, simply states three general propositions. First, unless the
articles vest management in managers, management is vested in
the members.39 If the members choose to give up management
power they still will control who will have the management
power by electing the managers to their position.' Second, unless otherwise provided for by the articles, management powers
are vested in the members of the LLC in proportion to their
contributions to capital."1 This differs from the typical partnership statute which provides that all partners should receive
equal voting and management power. Finally, the managers
derive their responsibilities from the members as delineated in
the operating agreement.42 In this fashion, the members control
the extent of power that the managers will have.
Managers and members alike are responsible for general
fiduciary duties that arise out of the agency relationship. In
addition, some statutes require the managers of the LLC to act
in good faith' or without gross negligence;" while other statutes do not address the requisite standard of conduct.4"
Members acquire an interest in an LLC by contributing capital.' The LLC statutes contain no rules governing the issuance
of ownership interests, the creation of classes or series of interests, or the allocation of equity contributions to stated capital or
surplus accounts. There are also no statutory rules concerning
differential treatment of holders of the same class or series of

39.

GA. CODE ANN. § 14-11-304(a).
ALASKA STAT. § 10.50.115 (Supp. 1994); KAN. STAT. ANN. § 17-7612; ME.
REV. STAT. ANN. § 651(1) (West 1994); UTAH CODE ANN. § 48-2b-125; Wyo. STAT.
ANN. § 17-15-116.
40.

41.

IOWA CODE ANN. § 490A.701(1) (West Supp. 1994).

42. N.C. GEN. STAT. § 57C-3-21 (1993). Some states require that management
powers are presumed to be vested in managers unless the members opt out of the
provision. See, e.g., COLO. REv. STAT. ANN. § 7-80-401; VA. CODE ANN. § 13.1-1024.
Other statutes require an election of "governors," who serve a function similar to
that served by directors of a corporation. See, e.g., N.D. CENT. CODE § 10-32-69
(Supp. 1993).
43. CONN. GEN. STAT. 7-80-101 (1994).
44. N.J. STAT. ANN. § 42:2B-30 (Supp. 1994).
45. DEL. CODE ANN. tit 6, §§ 18-306, 18-405. The Delaware statute authorizes
the operating agreement to provide that a member or manager who fails to comply
with the operating agreement shall be subject to specified penalties or consequences.
Id.
46. See, e.g., VA. CODE ANN. § 13.1-1027(A). The Virginia contribution provision, typical among LLC acts permits contributions of cash, property or services. See
VA. CODE ANN. § 13.1-1027(a). In addition, a contribution may be in the form of a
promissory note or other obligation to contribute cash or property or services. Id.
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interest as there are under the corporation statutes.4 7 The capital structure is determined by the parties in their operating
agreement and, because of its flexibility, makes LLCs attractive
to investors. The means for allocating profits and losses varies
among the different state statutes.4 Distribution to the members is usually determined by the proportionate share of membership ownership or equally among the members.49
LIMITED LIABILITY

The prospect of obtaining limited liability for all of the owners
of the business is one of the primary motivations behind the
growth of the LLC. Limited liability for the owners of a business
entity is granted by statute and is a feature of every LLC act.'
When the owners of an entity have limited liability, creditors
may look only to the entity's assets rather than to the owners'
personal assets. The owners' liability for the debts of the entity is restricted to their investment in the entity. 2
SECURITIES LAW CONSIDERATIONS

Membership interests in a limited liability company may be
considered securities under state and federal securities law.'

47. Rev. Rul. 93-6, 1993-1 C.B. 229,
48. See, e.g., GA. CODE ANN. § 14-11-403 (providing for equal allocation of
profits and losses if not otherwise stated); ARIZ. REV. STAT. ANN. § 29-709 (allocating
profits and losses in proportion to capital contributions).
49. Alaska's state statute requires that members be repaid their capital contribution first, then profits are shared between the members after all other liabilities
are satisfied. ALASKA STAT. § 10.50.290.
50. See, e.g., ALA. CODE § 10-12-20; IND. CODE ANN. § 23-18-3-3; WIS. STAT.

ANN. § 183.0304.
51. See, e.g., Revised Model Business Corp. Act § 6.22 (1985).
52. Id.
53. See 15 U.S.C. § 77b (1988). The definition of "security" in the Securities
Act of 1933 is clearly broad enough to include interests in LLCs. That definition is:
The term "security" means any note, stock, treasury stock, bond, debenture,
evidence of indebtedness, certificate of interest or participation in any profitsharing agreement, collateral-trust certificate, preorganization certificate or
subscription, transferable share, investment contract, voting-trust certificate,
certificate of deposit for a security, fractional undivided interest in oil, gas, or
other mineral rights, any put, call, straddle, option, or privilege on any security, certificate of deposit or group or index of securities (including any interest
therein or based on the value thereof), or any put, call, straddle, option, or
privilege entered into on a national securities exchange relating to foreign
currency, or, in general, any interest or instrument commonly known as a
"security," or any certificate of interest or participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to
or purchase, any of the foregoing.
15 U.S.C. § 77b.
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Unless either the security or the transaction is exempt, the offer
and sale of securities require registration with the federal' and
state securities commission." Some states have amended the
statutory definition of security to include interests in LLCs.58
Whether amended or not, the statutory definition of security in
every state will be sufficiently broad to cover interests in
LLCs.57 Therefore, the determination of whether the offer or
sale of an LLC interest must be registered will be based upon
the exclusions and exemptions from state securities law."
The offer and sale of interests in a limited liability company
may be exempt from state registration pursuant to statute or
Many state statutes include a definition of security that parallels the federal
definition. See, e.g., IND. CODE ANN. § 23-2-1-1(k) (1995).
54. See 15 U.S.C. § 77f.
55. See, e.g., IND. CODE ANN. § 23-2-1-3 (Burns 1995).
56. See, e.g., ALASKA STAT. § 45.55.990(12) (Supp. 1994); CAL. CORP. CODE §
25019 (West Supp. 1994); OHo REv. CODE ANN. § 1707.01(B); IND. CODE ANN. § 232-1-1(k) (Burns 1995); WIS. STAT. ANN. § 551.02(13)(c).
57. Virtually every state includes the term investment contract within the definition of security. See, e.g., PA. STAT. ANN. tit. 70, § 1-102(t). The Supreme Court's
decision in SEC v. W. J. Howey Co. provided the seminal analysis of an investment
contract. See SEC v. W.J. Howey Co., 328 U.S. 293 (1946). In Howey, the Court
defined an investment contract as, "an investment of money in a common enterprise
with profits to come solely from the efforts of others." Howey, 328 U.S. at 301.
Courts applying Howey have asserted that "solely" should be interpreted as, "whether the efforts made by those other than the investor are the undeniably significant
ones, those essential managerial efforts which affect the failure or success of the
enterprise." SEC v. Glenn W. Turner Enterprises, Inc., 474 F.2d 476, 482 (9th Cir.),
cert. denied, 414 U.S. 821 (1973). An interest in an LLC is clearly an investment of
money in a common enterprise. Therefore, whether that interest is deemed a security will largely be determined by the extent of the member's involvement in the
profit-making enterprise. For example, the Kansas Securities Commission issued a
cease and desist order against Parkersburg Wireless, L.L.C., because the membership
interests were not registered, and were not exempt from registration under the Kansas Securities Act. See In re Parkersburg Wireless, L.L.C., No. 94E068, 1994 WL
245870 (Kansas Sec. Comm. May 18, 1994). The Kansas Securities Commission determined that the members would not have joint management control of the LLC,
and therefore the offer and sale of the membership interest in the LLC were not
exempt from registration. Parkersburg Wireless, 1994 WL 245870 at *2. The Kansas
Commission noted that the following factors suggested the members would not have
joint management control: there were potentially 3,000 investors, who were dispersed
over a wide geographical area; the investors would not have the expertise necessary
to manage a wireless cable service; and the LLC entered into an agreement with an
outside management company. Id.
58. While the offer and sale of an interest in an LLC may also be subject to
registration under federal securities laws, the Securities and Exchange Commission
has promulgated an exemption from registration for offers of securities if the aggregate offering price is less than five million dollars. See 17 C.F.R. § 230.251 (1994).
Many offers of LLC interests will be covered by this exception. Because the state
exemptions are more restricted than the federal exemptions, the applicability of the
state securities laws to interests in LLCs are of significance. See, e.g., PA. STAT.
ANN. tit. 70, §§ 1-203(d), (e) (exempting from registration sales to fewer than 25
persons and offers to fewer than 50 persons).
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regulation of the state securities commission, or pursuant to an
individual exemption. Some statutes have excluded from the
definition of security interests in LLCs where the number of
members are limited or management is vested in the members."5 In addition to statutory exemptions, interests in an LLC
may be exempt from registration under state securities laws
pursuant to rules or orders of the state securities commission.'
Finally, those offering interests in an LLC may apply for an
exemption from state registration requirements."' Most statutes
give the state securities commission discretion to provide additional exemptions from registration."2
The rulings of state securities commissions on requests for
exemption from registration indicate that the primary focus of
state securities regulations is whether the members will actively
59. See, e.g., WIS. STAT. ANN. § 551.02(13)(c) (" 'Security' is not presumed to
include an interest in a limited liability company... if the aggregate number of
members in the limited liability company, after the interest is sold, does not exceed
35 and the right to manage the limited liability company is vested in its members."); IND. CODE ANN. § 23-2-1-1(k) ("Security does not include ... (iii) an interest
in a limited liability company if the person claiming that the interest is not a security can prove that all of the members of the limited liability company are actively
engaged in the management of the limited liability company.").
60. For example, the Michigan Securities Commission has promulgated an exemption for certain professional limited liability companies. Exemption Order,
Michigan Corporations and Securities Bureau, 2 Blue Sky L. Rep. (CCH) 132,630
(March 24, 1994). The Order provides:
[Alny transaction involving the offer and sale of a membership interest in a
professional limited liability company formed under the Michigan Limited
Liability Company Act, and to provide professional services, as specifically
described in Section 902(b) (which section includes accountants, chiropractors,
dentists, optometrists, veterinarians, physicians, engineers and attorneys] of
the LLC Act is exempt from the registration provisions of the [Michigan Securities] Act.
Id. The New Mexico Securities Division has also promulgated a rule exempting interests in limited liability companies. See Rule 86-6.02G(3)(k), New Mexico Securities
Division, 2 Blue Sky L. Rep. (CCH) 941,549. The rule applies to LLCs that are
organized under the laws of New Mexico, provided that either a majority of its employees are employed within the state, or that eighty percent of its assets are located within the state. Rule 86-6.02G(3)(k), New Mexico Securities Division.
61. See, e.g., In re Anne Arundel Physicians' Cooperative LLC, No-Action Letter, 1994 WL 385059 (Md. Sec. Div. March 8, 1994). In Physicians' Cooperative, the
members of the LLC were all physicians, would all participate in the management of
the LLC, and each member would have the authority to bind the LLC, as a general
partner has the authority to bind a partnership. Physicians' Cooperative, 1994 WL
385059 at *2-3. In addition, the interests were not transferable, and the members
were not entitled to dividends. Id. Based on these factors, the Maryland Securities
Division indicated that no action would be pursued against the LLC for failing to
register the offer and sale of the interests with the Securities Division. Id. at *6.
62. See, e.g., PA. STAT. ANN. tit. 70, § 1-203(r) (permitting the commission to
exempt from registration, '[amny transaction or class of transactions as to which the
commission by regulation or order finds that registration is not necessary or appropriate for the protection of investors").

1995

Comments

participate in the management of the LLC.s This focus is in
accord with the Howey test." If members do not participate in
the management of the LLC, their profits are derived from the
significant efforts of others.
The classification of a membership interest in an LLC as a
security is likely where that interest is not accompanied by management rights. A membership interest, without management, is
tantamount to a shareholder's interest in a corporation. In this
situation an interest in a limited liability company would satisfy
the definition of securities.
If an interest in an LLC is considered to be a security and
does not qualify for an exemption, registration with the state
securities agency will be required prior to sale of those interests.
The availability of exemptions varies from state to state. Because each state's statute will likely apply to any offer or sale
within the state, the organizers of an LLC will have to comply
with the statutory requirements of every state in which an offer
or sale of an interest is made.
When Pennsylvania enacted its Limited Liability Company
Act, it also amended its securities statute.s The definition of
security was amended to include a "membership interest in a
limited liability company.' At the same time, an exclusion for
interests in LLCs whose members managed the LLC was enacted. 7 In addition, an exemption was enacted for membership
63. See Request for Interpretive Opinion Orchards Drug, L.C., Kansas Securities Commission 1991 Kan. Sec. No-Act. LEXIS 1, *6 (Kan. Sec. Comm. May 1,
1991) (noting that "[ilf members elect managing members on an annual basis, who
manage the business affairs on an ongoing basis in a manner similar to a corporate
board, or otherwise delegate management authority to a select group, the interests
would be securities"); In re Amici Pecuniarius, L.C., 1992 Okla. Sec. LEXIS 2 (Okla.
Sec. Comm. August 28, 1992) (indicating that the Oklahoma Securities Commission
would take no action for nonregistration by an LLC whose members had management authority pursuant to the operating agreement).
64. See SEC v. W.J. Howey Co., 328 U.S. 293 (1946); SEC v. Glenn W. Turner Enterprises, Inc., 474 F.2d 476 (9th Cir.), cert. denied, 414 U.S. 821 (1973).
65. 1994 Pa. Laws 126, § 2 (to be codified at PA. STAT. ANN. tit. .70, § 1102(t)).
66. PA. STAT. ANN. tit. 70, § 1-102(t).
67. PA. STAT. ANN. tit. 70, § 1-102(t)(v). The exclusion provided that the definition of security did not include:
A membership interest in a limited liability company where all of the following conditions are satisfied:
(A) The membership interest is in a company that is not managed by managers;
(B) The purchaser of the membership interest enters into a written commitment to be engaged actively and directly in the management of the company;
and
(C) The purchaser of the membership interest, in fact, does participate actively
and directly in the management of the company.
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interests in professional LLCs.'

Apart from these recent amendments, the Pennsylvania Securities Act provides an exemption for any transaction "which the
commission by regulation or order finds that registration is not
necessary or appropriate for the protection of investors.' Pursuant to this statute, the Pennsylvania Securities Commission
has promulgated a Small Issuer Exemption."0 This exemption

applies to an issuer who has neither sold securities to more than
ten persons nor made offers to more than ninety persons."
While this is certainly a limited exemption, it may apply to a
small LLC where one or more members will not participate in
management.
TAX CONSIDERATIONS
Federal Taxation
. For federal tax purposes, business entities are primarily classified as either corporations or partnerships.72 Limited liability
companies, depending on the provisions of the operating agreement, may be classified as either corporations or partnerships.78 A corporation pays income tax on its earnings, and its
shareholders are taxed on distributions from the corporation.74
Partnerships are not taxed on income; the income is taxed directly to the partners, and distributions from the partnership
are not subject to tax.75

The Internal Revenue Code defines a partnership as an entity
"which is not, within the meaning of this title, a trust or estate

Id.
68. Id. § 202. The exemption applied to "[alny membership interest in a limited liability company that renders one or more professional services.' id.
69. PA. STAT. ANN. tit. 70, § 1-203(r) (1993).
70. 64 PA- CODE § 203.187 (1993).
71. Id. The sales and offers include those made to persons within and outside
of Pennsylvania. Id.
72. See Treas. Reg. § 301.7701-1(b) (as amended in 1977). Entities may also be
classified as trusts. Id.
73. See, e.g., Ray. Rul. 93-38, 1993-1 C.B. 233.
74. See I.R.C. §§ 11, 301. S corporations are the exception to this general rule.
See I.R.C. §§ 1361-78. S corporations, like partnerships, do not pay tax at the entity
level, but rather the income is passed through to the shareholders. Id. §§ 1363,
1366. The availability of the S election is restricted to domestic corporations having
only one class of stock, no more than 35 shareholders, all of whom must be United
States residents. Id. § 1361.
75. See I.R.C. §§ 701, 731. Distribution of money to partners are only taxable
when the amount distributed exceeds the partner's basis in the partnership. I.R.C. §
731(a)(1).
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or a corporation."76 Therefore, the classification of an entity as
a partnership requires a determination that it is not a corporation. In determining whether an entity is a corporation for federal tax purposes the IRS looks to the characteristics of the entity
rather than its designation.7 The IRS has promulgated regulations for determining whether an entity is a corporation or a
partnership (the "Association Regulations")." The Association
Regulations focus on the characteristics of a corporation." The
IRS has determined that there are six corporate characteristics,
four of which distinguish corporations from partnerships: continuity of life, centralized management, limited liability and free
transferability of interests.s' The Association Regulations provide that an unincorporated business entity will only be classified as a corporation if it has more corporate characteristics than
non-corporate characteristics. 8'
The first corporate characteristic is continuity of life. 2 An
organization lacks continuity of life if the "death, insanity, retirement, resignation or expulsion of any member will cause a
dissolution of the organization. " ' The regulations indicate that
dissolution is based on the legal relationship between the members of the organization under state law and occurs when the
dissociation of a member alters the identity of the organization." In addition, an agreement to continue the business not-

76.
77.
78.

I.R.C. § 7701(a).
See Trees. Reg. §§ 301.7701-1(b), (c).
See Treas. Reg. § 301.7701-2 (as amended in 1993).

79. Id.
80. Id. § 301.7701-2(a)(1). The Association Regulations provide:
[Since associates and an objective to carry on business and divide the gains
therefrom are generally common to both corporations and partnerships, the
determination of whether an organization which has such characteristics is to
be treated for tax purposes as a partnership or as an association depends on
whether there exists centralization of management, continuity of life, free
transferability of interests, and limited liability.
Id. § 301.7701-2(a)(2).
81. Trees. Reg. § 301.7701-2(a)(3). In Larson v. Commissioner, the Tax Court
held that the language of the regulations did not allow for any of the characteristics
to be weighed more heavily than others; therefore, the application of the Association
Regulations simply required counting the number of corporate versus non-corporate
characteristics. Larson v. Commissioner, 66 T.C. 159, 185 (1976), acq. 1979-1 C.B. 1.
Thereafter, the IRS clarified that it would not consider characteristics other than
those set forth in the Association Regulations in determining the classification of an
entity. Rev. Rul. 79-106, 1979-1 C.B. 448.
82. See Trees. Reg. § 301.7701-2(b).
83. Id. These occurrences are commonly referred to as events of dissociation.
In a limited partnership continuity of life is determined by whether the partnership
dissolves upon an event of dissociation of the general partner. Id.
84. Id. § 301.7701-2(b)(2). By contrast, the Association Regulations note that,
"[tihe death, insanity, or bankruptcy of a shareholder or the sale of a shareholder's
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withstanding the dissolution of the entity does not establish
continuity of life provided that the entity is still considered to be
dissolved under state law."
The Association Regulations indicate that the corporate characteristic of centralized management exists where the management of the entity is not vested in all of the members, but rather
in a person or group of persons." The characteristic of limited
liability will be found where no member of an organization is
personally liable for the debts of or claims against the organization pursuant to state law.87
Free transferability of interests exists if a member can transfer all of the attributes of membership to another person without
the consent of the other members." Free transferability does
not exist if the member can assign only the right to share in
profits and losses but not the right to participate in the management of the business.8 9 In addition, if state law provides that
the transfer of an interest causes a dissolution of the entity, free
transferability does not exist. 9D
In 1988, the Internal Revenue Service issued the first Revenue Ruling regarding the classification of limited liability companies for federal tax purposes.91 This Ruling examined the
Wyoming Limited Liability Company Act92 and determined that
a limited liability company organized pursuant to that statute
did not possess a majority of corporate characteristics and would
therefore be considered a partnership for federal tax purposes.9"
In its analysis of the Wyoming statue, the IRS determined
that the corporate characteristics of centralized management
and limited liability were present.9" The IRS noted that be-

interest has no effect upon the identity of the corporation, and therefore, does not
work a dissolution of the organization." Id.
85. Id.
86. Treas. Reg. § 301.7701-2(c). The regulations indicate that centralized management requires "a concentration of continuing exclusive authority to make independent business decisions on behalf of the organization which do not require ratification by members of such organization." Id.
87. Treas. Reg. § 301.7701-2(a)(1).
88. Treas. Reg. § 301.7701-2(e)(1).
89. Id.
90. Id.
91. Rev. Rul. 88-76, 1988-2 C.B. 360.
92. WYO. STAT. ANN. §§ 17-15-101 to 17-15-143 (1977 & Supp. 1994).
93. Rev. Rul. 88-76.
94. Id. The IRS first indicated that the LLC had associates and was organized
to carry on a business. Id. The IRS based its analysis on an LLC organized pursuant to the Wyoming statute that was engaged in the real estate business. Id. The
facts indicated that the LLC had 25 members and that three of its members were
the designated managers. Id,
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cause the Wyoming statute allowed an LLC to be managed either by managers or members, the characteristic of centralized
management would exist where the LLC was managed by managers.9" The corporate characteristic of limited liability was
present because, under the Wyoming statute, there was no member who was personally liable for the LLC's debts."
Although the two corporate characteristics of limited liability
and centralized management were present, the IRS concluded
that a Wyoming LLC would not be taxed as a corporation because the corporate characteristics of continuity of life and free
transferability of interests were lacking.97 Continuity of life was
not present because the LLC would be dissolved upon the dissociation of a member, unless all the remaining members consented to continue the business." The corporate characteristic of
free transferability of interests was not present because under
the Wyoming statute an assignee or transferee of an interest
would only be considered a member upon unanimous consent of
all the remaining members."e
After its ruling on the Wyoming statute, the IRS did not publicly rule on the federal tax classification of any other state LLC
statute until early 1993.1'0 In January 1993, two revenue rulings were issued, analyzing the LLC statutes of Virginia"' and

95. Id.; see WYO. STAT. ANN. § 17-15-7. The IRS explained that under the
Association Regulations, centralized management was present, "if any person (or
group of persons that does not include all the members) has continuing exclusive
authority to make management decisions necessary to the conduct of the business
for which the organization was formed." Rev. Rul. 88-76 (citing Treas. Reg.
§ 301.7701-2(c)(1) (as amended in 1993)).
96. Rev. Rul. 88-76; see. WYO. STAT. ANN. § 17-15-7.
97. Rev. Rul. 88-76.
98. Id. Under the Wyoming Act, dissolution would occur upon any event of
dissociation, including the death, retirement, bankruptcy or expulsion of any member.
WYO. STAT. ANN. § 17-15-123. The IRS noted that the Association Regulations provided that continuity of life did not exist where dissolution was caused by events of
dissociation. Rev. Ru. 88-76 (citing Treas. Reg. § 301.7701-2(b)(1)). In addition, the
IRS noted that even if the members could agree to continue the business, so long as
statutory dissolution occurred upon an event of dissociation, continuity of life would
not exist. Rev. Rul. 88-76; (citing Treas. Reg. § 301.7701-2(b)(2)).
99. Rev. Rul. 88-76; see WYO. STAT. ANN. § 17-15-122. The IRS noted that
under the Association Regulations free transferability existed where a member could
transfer membership and all membership attributes to a non-member without the
consent of the other members. Rev. Rul. 88-76 (citing Tress. Reg. § 301.7701-2(e)(1)).
100. The IRS did issue private letter rulings regarding the tax classification of
LLCs during this time period. See, e.g., Priv. Ltr. Rul. 92-18-078 (January 31, 1992)
(ruling that an LLC organized pursuant to the Texas Limited Liability Company Act
would be classified as a partnership); Priv. Ltr. Rul. 92-10-019 (December 6, 1991)
(ruling that a Texas limited partnership that converted into a Texas LLC would
continue to be classified as a partnership).
101. Rev. Rul. 93-5, 1993-1 C.B. 227.
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Colorado."' In April 1993, Nevada's LLC statute was the subject of a revenue ruling.0" In each of these rulings, the IRS determined that an LLC organized pursuant to the state statute
4
would be classified as a partnership for federal tax purposes.'0
On May 24, 1993, the IRS first publicly addressed the classification of an LLC under a state statute that did not automatically qualify the LLC for partnership tax treatment. 5 Based on
the provisions of the Delaware Limited Liability Company
Act,"° the IRS concluded that, "depending on the provisions of
the LLC [operating] agreement, a Delaware LLC can assume the
characteristics either of a corporation or of a partnership for federal tax purposes." 7 Unlike the statutes analyzed in earlier
revenue rulings, the Delaware LLC Act did not include the necessary statutory provisions so that any LLC organized pursuant

102. Rev. Rul. 93-6, 1993-1 C.B. 229.
103. Rev. Rul. 93-30; 1993-1 C.B. 231.
104. See Rev. Rul. 93-5; Rev. Rul. 93-6; Rev. Rul. 93-30. In each of these rulings the IRS determined that the LLCs would possess the corporate characteristics
of centralized management and limited liability, but lacked continuity of life and free
transferability of interests. See Rev. Ru. 93-5; Rev. Ru. 93-6; Rev. Rul. 93-30.
The Virginia Limited Liability Company Act required the unanimous consent
of the remaining members before an assignee would become a member. VA. CODE.
ANN. § 13.1-1040 (Michie 1993 & Supp. 1994). The Virginia statute also provided for
dissolution upon the event of dissociation of a member, unless the remaining members unanimously agreed to continue the business. VA. CODE. ANN. § 13.1-1046.
The Colorado Limited Liability Company Act provided that a transferee of an
interest would not be a member without the unanimous written consent of the members. COLO. REV. STAT. § 7-80-702(1) (Supp. 1994). With regard to continuity of life,
the Colorado statute provided for dissolution upon dissociation of a member. COLO.
REV. STAT. § 7-80-801. The statute further provided that the business could be continued upon the unanimous agreement of the remaining members, pursuant to a
right to continue included in the articles of organization. Id.
The Nevada Limited Liability Act also required unanimous written consent of
the members before a transferee of an interest could become a member. NEV. REV.
STAT. ANN. § 86.351(1) (Michie 1991). The dissolution provisions of the Nevada statute were also similar to the Colorado provisions. Dissociation of a member would
cause dissolution, unless the remaining members consented pursuant to a right to
continue the business set forth in the articles of organization. NEV. REV. STAT. ANN.
§ 86.491.
105. See Rev. Rul. 93-38, 1993-1 C.B. 233.
106. DEL CODE ANN. tit. 6, §§ 18-101 to 18-1106 (Supp. 1994).
107. Rev. Rul. 93-38. In the Ruling, the IRS analyzed two hypothetical LLCs to
demonstrate the impact that the provisions of the operating agreement would have
on the classification of the LLC. Id. LLC M, which the IRS determined would be
classified as a partnership: (1) was managed by its members; (2) allowed an assignee
to become a member only upon the unanimous consent of the remaining members;
and (3) dissolved upon the event of dissociation of a member. Id. Conversely, LLC
N, which the IRS determined would be classified as a corporation: (1) was managed
by managers; (2) allowed an assignee to become a member upon notice to the members; and (3) included in the operating agreement a right to continue the business
upon dissociation of a member. Id.
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to the statute would qualify as a partnership for federal tax
purposes.108
The statute permitted an LLC operating agreement to include
provisions that would permit the transfer of interests without
the consent of the members," 9 and would allow the LLC to
continue to operate after the dissociation of a member without
the consent of the members.1 0 The IRS ruled that a Delaware
LLC whose operating agreement included these provisions would
possess the corporate characteristics of continuity of life and free
transferability of interests and therefore would be classified as a
corporation for federal tax purposes."' Conversely, a Delaware
LLC whose operating agreement required the consent of the
members to continue the business and to admit new members
would be classified as a partnership for federal tax purposes." 2
Following its ruling on the Delaware Limited Liability Company Act, as of January, 1995, the IRS has publicly ruled on the
LLC statutes of thirteen additional states: West Virginia," s
Illinois,"" Florida,'
Rhode Island, 1 s Utah,1 1
9
Arizona,"' Oklahoma,"
Louisiana,' 2' Alabama,1
2
2
3
Kansas,
New Jersey,
Connecticut'
and South Dako-

108. As with the other statutes, the Delaware statute provided for limited liability for all members of the LLC, and allowed the LLC to be managed by members
or managers. See DEL CODE. ANN. tit. 6, § 18-303 (limited liability); § 18-402 (management). The statute's provisions regarding continuity of life and transferability of
interests did not automatically fail the Association Regulations test for corporate
characteristics. See § 18-801 (dissolution); § 18-704 (transferability); see also Treas.
Reg. § 301.7701-2 (as amended in 1993).
109. DEL. CODE. ANN. tit. 6, § 18-704.
110. Id. § 18-801.
111. Rev. Rul. 93-38. The IRS noted that under the Delaware statute, an LLC
could possess all four corporate characteristics. Id. Under the Association Regulations, a majority of corporate characteristics will result in classification of a corporation. See Tress. Reg. § 301.7701-2(aX3). By definition, all LLCs will possess limited
liability. In addition, centralized management will often exist. Therefore, an LLCs
classification will virtually always turn on the presence or absence of continuity of
life and free transferability of interests.
112. Rev. Rul. 93-38, 1993-1 C.B. 233.
113. Rev. Rul. 93-50, 1993-2 C.B. 310.
114. Rev. Rul. 93-49, 1993-2 C.B. 308.
115. Rev. Rul. 93-53, 1993-2 C.B. 312.
116. Rev. Rul. 93-81, 1993-2 C.B. 314.
117. Rev. Rul. 93-91, 1993-2 C.B. 316.
118. Rev. Rul. 93-93, 1993-2 C.B. 321.
119. Rev. Rul. 93-93, 1993-2 C.B. 318.
120. Rev. Rul. 94-5, 1994-1 C.B. 312.
121. Rev. Rul. 94-6, 1994-1 C.B. 314.
122. Rev. Rul. 94-30, 1994-1 C.B. 316.
123. Rev. Rul. 94-51, 1994-32 I.R.B. 11.
124. Rev. Rul. 94-79. 1994-51 I.R.B. 7.
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ta.125 In each of these rulings, the IRS analyzed the state LLC
statute assuming the same facts about the LLC; namely that the
LLC had twenty-five members, was authorized to engage in any
lawful business, and was managed by three of its members."
In addition, the hypothetical LLC always included in the articles
of organization or operating agreement the provisions necessary
to lack the corporate characteristics of continuity of life and free
transferability of interests.'27
Based either on the statutory provisions or those adopted by
the LLC, the LLC in each of these rulings was classified as a
partnership for federal tax purposes." In reviewing the rulings, however, it is clear that, in most states, the provisions
adopted by the LLC in its operating agreement or articles of organization will determine whether the LLC is classified as a
corporation or a partnership for federal tax purposes. Because of
the flexibility afforded by most LLC statutes, compliance with
the statutory provisions will not guarantee that the LLC will be
taxed as a partnership.

125. Rev. Rul. 95-9, 1995-3 I.R.B. 17.
126. See, e.g., Rev. Rul. 95-9, 1995-3 I.R.B. 17 (analyzing the classification of
the hypothetical LLC under the South Dakota statute).
127. See, e.g., Rev. Rul. 94-79, 1994-51 I.R.B. 7 (indicating that although the
Connecticut statute allowed an LLC to include in its operating agreement provisions
that would permit continuity of life and free transferability of interests, the LLC in
the Revenue Ruling did not include those provisions in its operating agreement).
128. Of those 13 rulings, only LLCs organized under two statutes were held to
qualify automatically as partnerships for federal tax purposes. See Rev. Rul. 95-9,
1995-3 I.R.B. 17 (holding that an LLC organized pursuant to the South Dakota LLC
Act would be classified as a partnership); Rev. Rul. 93-50, 1993-2 C.B. 310 (West
Virginia).
In each of the other 11 rulings, the IRS determined that the classification of
an LLC organized pursuant to that state's statute would depend on the provisions
adopted in the articles of organization or operating agreement, because the statute
allowed flexibility as to one or more corporate characteristics. See Rev. Rul. 94-79,
1994-51 I.R.B. 7 (Connecticut; statute allowed LLC to provide for continuity of life
and free transferability); Rev. Rul. 94-51, 1994-32 I.R.B. 11 (New Jersey; statute
allowed LLC to provide for continuity of life and free transferability); Rev. Rul. 9430, 1994-1 C.B. 316 (Kansas; statute allowed LLC to provide for continuity of life);
Rev. Ru. 94-6, 1994-1 C.B. 314 (Alabama; statute allowed LLC to provide for free
transferability of interests); Rev. Rul. 94-5, 1994-1 C.B. 312 (Louisiana; statute allowed LLC to provide for continuity of life and free transferability); Rev. Rul. 93-92,
1993-2 C.B. 318 (Oklahoma; statute allowed LLC to provide for continuity of life and
free transferability); Rev. Rul. 93-93, 1993-2 C.B. 321 (Arizona; statute allowed LLC
to provide for continuity of life and free transferability); Rev. Rul. 93-91, 1993-2 C.B.
316 (Utah; statute allowed LLC to provide for continuity of life); Rev. Rul. 93-81,
1993-2 C.B. 314 (Rhode Island; statute allowed LLC to provide for continuity of life
and free transferability); Rev. Rul. 93-53, 1993-2 C.B. 312 (Florida; statute allowed
LLC to provide for continuity of life); Rev. Rul. 93-49, 1993-2 C.B. 308 (Illinois;
statute allowed LLC to provide for continuity of life and free transferability).
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On January 17, 1995, the Internal Revenue Service issued
Revenue Procedure 95-10 (the "Revenue Procedure") 29 that
outlined the circumstances under which an LLC would receive
an advance ruling that it would qualify as a partnership for
federal tax purposes.13 The Revenue Procedure sets forth the
documents and information that an LLC must submit to the IRS
for a determination of its federal tax status."' This Procedure
provides general rules for profit and loss interests and capital
account balances and provides ruling guidelines for determining
whether the corporate characteristics of continuity of life, cenmanagement and free transferability of interests extralized
2
13

ist.

The Revenue Procedure establishes minimum profits and
losses interests for member-managers of LLCs that seek a ruling
that the LLC lacks either of the corporate characteristics of
continuity of life or free transferability of interests." The operating agreement must provide that the member-managers
own, "at least a [one] percent interest in each material item of
the LLC's income, gain, loss, deduction, or credit during the
entire existence of the LLC."'

129. Rev. Proc. 95-10, 1995-3 I.R.B. 20. A revenue procedure is issued by the
Internal Revenue Service to outline a procedure that will be employed in the administration of provisions of the Internal Revenue Code or treasury regulations. BLACK'S
LAW DICTIONARY 1319 (6th ed. 1990).
130. Rev. Proc. 95-10. The Revenue Procedure is effective for all ruling requests
filed on or after January 17, 1995. Id. The IRS indicated that once Revenue Procedure 95-10 became effective, Revenue Procedure 89-12 would no longer apply to
LLCs. Id.
131. Rev. Proc. 95-10. The information that must be provided includes: the
name, business, and state whose laws govern the LLC; information about capital
contributions, participation of members and managers in profits and losses, and the
management relationship of members and managers; a description of why the LLC
does not satisfy the necessary corporate characteristics; and the application of any
revenue ruling regarding that state's LLC statute to the LLC in question. Id. In
addition, copies of the following documents must be submitted: the articles of organization and operating agreement, any state or federal securities registration; the state
LLC statute, and any materials to be used in connection with the sale of membership interests in the LLC. rd.
132. Id. The Procedure also notes that no ruling will be considered for an LLC
that has only one member. Id.
133. Id. If the management of the LLC is vested in all of the members, the requirements for capital account balances and profits and losses interests will necessarily be satisfied.
134. Id. The percentage interest is lower for LLCs whose total contributions
exceed $50 million. Id. The member-managers of those LLCs must, pursuant to the
terms of the operating agreement, maintain an interest "of at least 1% divided by
the ratio of total contributions to $50 million." Id. There is also an exception for al-
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In addition, the member-managers of LLCs seeking a ruling
that either continuity of life or free transferability of interests is
lacking must satisfy minimum capital account requirements." s
The member-managers must maintain positive capital account
balances of one percent of the total capital account balances or
$500,000, whichever is less.' The Revenue Procedure provides
that the operating agreement must require the member-managers to make an additional capital contribution whenever the
contribution, of a non-managing member causes the capital account balances of the managing members to fall below the minimum requirement." 7 There is an exception to the minimum
capital account balance requirement if one or more of the member-managers will contribute "substantial services" to the
LLC."3 ' The minimum capital requirements and minimum
profits and losses interest set forth in this Revenue Procedure
parallel the requirements for a limited partnership to obtain a
ruling that it will be classified as a partnership for federal tax
purposes."'9
The Revenue Procedure also discusses the circumstances under which each of the four corporate characteristics - continuity
of life, free transferability of interests, centralized management
and limited liability - will be determined to be lacking.'" The
IRS notes that the corporate characteristic of continuity of life
will be absent if either the statute or the LLC's operating agreelocations required under Section 704(b) or Section 704(c) of the Internal Revenue
Code, or the corresponding regulations, that temporarily cause the interests of the
member-managers to fall below one percent. Id.
135. Id.
136. Rev. Proc. 95-10.
137. Id.
138. Id. This exception does not apply if the member-manager providing the
services receives a guaranteed payment for those services. Id.; see I.R.C. § 707(c). In
order to use this exception, the operating agreement must require the member-managers to contribute capital upon dissolution in an amount equal to the lesser of that
amount necessary to restore any deficit balance in the member-managers' capital
accounts, or that amount necessary to return the aggregate contribution of membermanagers to greater than 1% of that of non-managing members. Rev. Proc. 95-10.
In deciding whether the services contributed constitute substantial services,
the IRS indicated:
Those services that do not relate to day-to-day operations in the LLC's primary business activity, such as services related to the organization and syndication of the LLC, accounting, financial planning, general business planning, and
services in the nature of investment management, will be closely scrutinized
by the Service to determine if they are in fact substantial services. In making
this determination, the nature of the LLC and its activities will be taken into
account.
Id.
139. See Rev. Proc. 89-12, 1989-1 C.B. 798.
140. Rev. Proc. 95-10.
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ment provides for dissolution upon "the death, insanity, bankruptcy, retirement, resignation or expulsion" of a member, if the
LLC is managed by all the members, or a member-manager, if it
is managed by member-managers."" The statute or the operating agreement may provide that the majority in interest of the
remaining members may vote to continue the business.142 Finally, the IRS notes that if the events of dissociation do not
include all of the events set forth above, the IRS will not rule
that the LLC lacks continuity of life unless those events that
will trigger dissolution "provide a meaningful possibility of dissolution."'
The Revenue Procedure establishes that free transferability of
interests will not exist if the consent of a majority of the members is required to transfer a membership interest.' 4 The same
requirement applies to LLCs managed by all members and those
managed by member-managers. 46 The IRS notes that, for purposes of this factor, a majority may be determined by interest or
per capita.'"
Where management of the LLC is vested in all the members
solely in their capacity as members, the Revenue Procedure
indicates that the corporate characteristic of centralized management will not be present. 4 ' Where management is vested
in member-managers, the LLC may still lack centralized management if the aggregate ownership of the member-managers
equals twenty percent or more of the total ownership interests
in the LLC. 45
With regard to the corporate characteristic of limited liability,

141. Id.
142. Id.
143. Id.
144. Id. The Revenue Procedure also indicates that free transferability will not
exist if the consent of the majority of members is necessary to transfer a membership interest held by "those members owning more than 20 percent of all interests
in the LLC's capital, income, gain, loss, deduction, and credit." Id. The IRS notes
that the member's ability to refuse to agree to a transfer of another member's interest must constitute a "meaningful restriction on the transfer of the interests." Id.
Therefore, if the statute or the operating agreement provides that consent to a
transfer cannot be unreasonable withheld, the LLC would not lack the corporate
characteristic of free transferability. Id.
145. Rev. Proc. 95-10.
146. Id.
147. Id.
148. Id. The IRS indicates that if the member-managers possess the requisite
ownership, the IRS will examine the "relevant facts and circumstances" to determine
whether centralized management exists. Id. If the member-managers are elected
periodically or can be removed by the members, centralized management will exist.
Id.
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the Revenue Procedure indicates that an LLC will possess this
characteristic unless one or more members is personally liable
for all of the obligations of the LLC.'49 Because limited liability
is the essence of an LLC, few, if any LLCs would fail to possess
this characteristic.
An LLC will be classified as a partnership for federal tax
purposes if it lacks two of the four corporate characteristics. The
two characteristics that most LLCs will seek to avoid are continuity of life and free transferability of interests. This Revenue
Procedure, together with the revenue rulings previously issued
by the IRS provide sound guidance for an LLC that desires to be
classified as a partnership for federal tax purposes.
State Taxation
Although it is possible to structure the LLC to avoid the double taxation of a corporation on the federal level, taxation on the
state level does not necessarily follow federal tax treatment. The
majority of states tax LLCs as partnerships rather than as corporations. 50 The statutes typically provide that if the LLC is
classified as a partnership for federal tax purposes, it will be
treated as a partnership for state tax purposes."1 However
some states do impose a tax on the LLC itself. For example,
Florida applies its corporate income tax to LLCs,'52 and LLCs
in Texas are subject to a corporate franchise tax."'
DISSOLUTION
Dissolution provisions in the majority of LLC statutes resemble the dissolution of a general partnership under the Uniform
Partnership Act. Most statutes have provisions for non-judicial
dissolution specified in the articles or the operating agreement."M On application by or for a member, a court may decree

149. Id. The governing statute must expressly authorize members to have personal liability for all of the debts of the LLC. Id. The personally liable member or
members must have net worth equal to 10% of all of the contributions to the LLC,
and this net worth must be expected to continue throughout the life of the LLC. Id.
150. See, e.g., ARK CODE ANN. § 4-32-1313; GA. CODE ANN. § 14-11-1104; IDAHO CODE § 63-3006A (providing that LLCs are treated as partnerships).
151. See, eg., ALA. CODE § 10-12-8 (1994).
152. FLA. STAT. ANN. § 608-471.51. A distribution is deemed a dividend under
Section 316 of the Internal Revenue Code as defined under the Florida Code. Id. §
608-471.52.
153. TEX. TAX CODE ANN. § 3-171.001(a)-(b).
154. See ALA. CODE § 10-12-37 (1994); Wis. STAT. ANN. § 183.0901 (West Supp.
1994).
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dissolution of an LLC if it is not reasonably practicable to carry
on the business in conformity with the articles or the operating
agreement. 5 Wind-up and the distribution of assets upon dissolution is governed by the individual state statute, similar to
the wind-up of a general partnership." Some states require
filing notice of dissolution or cancellation. 7
CHOICE OF ENTITY -

WHY THE

LLC?

When choosing a business entity, there are two factors that
most business owners consider to be fundamental - limited
liability and flow-through taxation. Limited liability, with few
exceptions, ensures that the investors in the business will not be
liable for the debts of the business beyond their investment.
Limited liability is determined by reference to state law, and is
conferred upon business associations pursuant to statute.
Flow-through taxation, i.e., taxation as a partnership, allows
investors to avoid double taxation on the profits of the business18 and at the same time deduct directly the losses of the
business. Whether a business is entitled to flow-through tax
treatment is determined by the Internal Revenue Code, and the

Treasury Regulations. 59
A limited partnership is formed in accordance with the Revised Uniform Limited Partnership Act or some related act.1 co
The limited partnership offers limited liability for the limited
partners."" The downside to this entity is that limited part-

ners cannot perform any management or control function in the

155. See ARIa. REV. STAT. ANN. § 29-785(A) (Supp. 1994); IOWA CODE ANN. §
490A.1302 (West Supp. 1994); N.J. STAT. ANN. § 42:2B-49 (Supp. 1994).
156. See, e.g., ME. REV. STAT. ANN. tit. 31, § 703 (West 1994); S.D. CODIFIED
LAWS ANN. § 47-34-32 (Supp. 1994).
157. See, e.g., ARIZ. REV. STAT. ANN. § 29-781(B) (Supp. 1994); GA. CODE ANN.
§ 14-11-610 (1994); ILL. ANN. STAT. ch. 805 para. 180/35-15 (Smith-Hurd Supp.
1994); NEV. REV. STAT. ANN. § 86.501 (Michie 1991).
158. A corporation pays income tax. See I.R.C. § 11. Generally, money flows out
of the corporation in the form of dividends, which are taxable to the shareholders.
I.R.C. § 301. A partnership, however, does not pay tax on its income. Id. § 701.
Rather, the partners pay tax on their proportionate share of the partnership's income. Id. Distributions from the partnership to the partners are tax-free to the extent of the partner's basis in the partnership. Id. § 731.
159. The Internal Revenue Code provides for flow-through tax treatment of
partnerships, pursuant to Subchapter K (I.R.C. §§ 701-61) and S corporations, pursuant to Subchapter S (I.R.C. §§ 1361-78). The Internal Revenue Service has plainly
indicated that it is not bound by the state law determination or characterization of
an entity in determining how the entity will be taxed at the federal level. See
Tress. Reg. § 301.7701-1(c).
160. See, e.g., 15 PA. CONS. STAT. §§ 8501-94 (Supp. 1994).
161. See, e.g., 15 PA. CONS. STAT. § 8523.
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business. Limited partners must operate with at least one general partner, who will manage the business. This general partner
will be exposed to unlimited personal liability.
The LLC has two distinct advantages over the limited partnership. First, the members of the LLC have management capabilities that a limited partner cannot enjoy. The members of the
LLC not only can manage the company but also enjoy limited
liability. Second, limited partnerships often utilize a corporation
as a general partner to manage the partnership. The limited
partnership achieves its goal to protect limited liability, however
the corporate general partner is subject to the double tax disadvantage, thus ruining the flow-through characteristic that is
desired of the partnership. The LLC's limit of liability and management capabilities of its members makes it the preferred alternative to a limited partnership.
Another choice of business entity that offers limited liability
and management capability is the S Corporation.'62 An S Corporation is a corporation under state law, that elects to be treated for federal tax purposes as a partnership. However, the S
Corporation is subject to restrictive requirements. There can be
no more than thirty-five shareholders."s The S Corporation
may have only one class of stock.'" There are additional restrictions on other entities as shareholders and restrictions on
the S Corporation's accumulation of earnings.'"
The LLC is a much more flexible entity than the S Corp.
There is no restriction on the number of members, allowing
LLCs to engage in larger, more lucrative businesses that require
more capital. There is no limitation on foreign ownership, thus
encouraging more competitive world markets and a more diverse
source of capital. LLCs have a more flexible capital structure
because they are not limited to one class of stock. There is no
restraint on the accumulated earnings of the LLC and the LLC
may have subsidiaries. Finally, the S Corp is an elected status;
therefore any violation of an IRS regulation will cause a revocation of that status." The LLC status is not an elected feature
and therefore can be considered less risky. Overall the LLC is a
much more flexible entity than the S Corporation.

162. See I.R.C. §§ 1361-78. The name S Corporation is derived from the subchapter of the Internal Revenue Code that governs the taxation of this entity.
163. I.R.C. § 1361(b)(1)(A).
164. Id. § 1361(bX1)(D).
165. See generally I.R.C. § 1361.
166. See I.R.C. § 1362(d).
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PENNSYLVANIA'S LIMITED LIABILITY COMPANY

AcT

Formation
On December 7, 1994, the Pennsylvania legislature passed the
Limited Liability Company Act (the "Act"). 7 The formation
process in Pennsylvania is similar to that of other states. The
name of the LLC must satisfy the same standards as the corporate name selection."M Therefore, an LLC established in Pennsylvania must not reserve a "confusingly similar" name.' The
Act provides that the name should include170the term "Company",
"Limited" or "Limited Liability Company".
In order to become a limited liability company, a certificate of
election must be filed with the Department of State.' Once
the certificate of election is filed, the association is granted limited liability company status.'

The LLC may be formed for any lawful business purpose, with
the exception of banking or insurance.' The Act also provides
that the LLC may engage in any type of business activity that a
general or limited partnerships may undertake."' In addition,
the LLC has the legal capacity to act as an individual. 75 The

Act provides that a Pennsylvania LLC has the capacity to sue
and to be sued. 7 ' Both members and managers are permitted
to bring suit on behalf of the LLC provided that the1 7 interest to
be litigated is not adverse to the company's interest.
The Act permits organization of the LLC by one or more persons. s All persons that participate in organizing the LLC

167. 15 PA. CONS. STAT. §§ 8901-98.
168. 15 PA. CONS. STAT. § 8905(b).
169. Id. Virginia's LLC act provides that the name must be "distinguishable"
only from the name of other LLCs. VA. CODE ANN. § 13.1-1012(C) (Michie 1993).
170. 15 PA. CONS. STAT. § 8905(a)(3). Abbreviations of the words are permitted.
Id.
171. Id. § 8908(b). The certificate must be executed by all who wish to elect
LLC status and must include the name of the LL4, the county where the articles or
association were filed, a statement that the associates consent to abide by the rules
of the Act, and provisions dealing with the certificate of organization. Id.
172. Id. § 8908(c).
173. Id. § 8911(a).
174. Id. § 8921(b). The Act does not include an express powers provision.
175. 15 PA. CONS. STAT. § 8921(a).
176. Id. § 8991(a). Suit is not brought under the individual member's name but
under the name of the LLC except in situations where that member is personally
liable. Id. § 8991(b).
/177.
Id. § 8992.
/ 178. Id. § 8912. Members may acquire an interest in an LLC in exchange for
"cash, tangible or intangible property, services rendered or a promissory note or
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must sign a certificate of organization.179 This certificate must
include the initial registered office of the LLC.'8 ' The place of
the registered office must be in the Commonwealth.""' The certificate must also contain statements as to who the members
are, how management is to be effectuated, whether the company
is to operate as a restricted professional company and when the
certificate will take effect.' The LLC is officially organized
8'
when the certificate is filed with the Department of State.'
The certificate may be modified by agreement 8' or may be
amended upon the proper filing of a certificate of amendment
with the Department of State.8 5
Members and Management
Members of the LLC are authorized to enter into an operating
agreement to govern the internal affairs of the business and the
relationship of its members.'" Because there is no need to file
the operating agreement as a public record, the members can
use it to address issues which they do not wish to disclose publicly. The terms of the agreement must be consistent with the
LLC's articles of organization and the applicable LLC statute. 8 7
other obligation." Id. § 8931(a). The note or obligation needs to be in writing to be
enforceable. Id. § 8931(b).
179. Id. § 8913.
180. 15 PA. CONS. STAT. § 8913(2). The names and addresses of all organizers
of the LLC must also be included. Id. § 8913(3).
181. Id. § 8906. Unlike the case of a corporation where advertising of the filing
of the articles of incorporation is mandatory, advertising of the filing of a certificate
of organization is not required.
182. Id. § 8913 (4)-7). The Act also provides:
Any other provision, whether or not specifically authorized by or in contravention of this chapter, that the members elect to set out in the certificate of
organization for the regulation of internal affairs of the company.... A provision included in the certificate of organization under this paragraph shall be
deemed to be a provision of the operating agreement for purposes of any provision of this chapter that refers to a rule as set forth in the operating agreement.
Id. § 8913(8).
183. Id. § 8914. The certificate of organization may stipulate a later date that
would constitute the effective date of organization. ld.
184. Id. § 8915.
185. 15 PA. CONS. STAT. § 8951.
186. The Act defines the operating agreement as:
Any agreement of the members as to the affairs of a limited liability company
and the conduct of its business. The operating agreement need not be in writing except where this chapter refers to a written provision of the operating
agreement. The operating agreement may contain any provision for the regulation of the internal affairs of the company agreed to by the members. ...
Id. § 8903.
187. See 15 PA. CONS. STAT. § 8903. The operating agreement should address
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Except to the extent that the certificate of organization or
operating agreement provides for management by managers,
management is vested in the members.' If the business is to
be managed by the members, the Act provides that the members
be treated as general partners for the purposes of decision making authority. "9 If either the certificate or the operating agreement provides that managers will manage the business, the
members will be treated as limited partners for management
purposes and the managers will be responsible for the day-today operation of the business." If the members act as general
partners, each member has the duty as a trustee and must account directly to the LLC for any profits. 9' If the company has
managers to run the business, they are held to a similar standard as officers and directors of a corporation."' Decisions and
matters that need to be addressed by the business must be
agreed upon by a majority vote of the members or the managers. "' A unanimous vote by the members or managers is required to amend the certificate of organization, amend the operating agreement or authorize an agent to act on behalf of the
company."9 Either the certificate of organization or the operating agreement may provide for additional voting provisions.'95
Generally, members and managers of an LLC are not personally liable for the debts, obligations and liabilities of the LLC
regardless of the degree to which they participate in the management of the business." The members' liability is limited to
the amount of their capital contribution plus agreed to but unpaid contributions.'97 Accordingly, creditors of an LLC may not
issues such as management authority, capital contributions, allocation and distribu-.
tion to its members, transferability of LLC interests, dissolution and withdrawal or
termination of members.
188. 15 PA. CONS. STAT. § 8941(a), (b).
189. Id. § 8904(a)(1).
190. Id. § 8904(a)(2)(i), (ii). Managers will be selected according to the operating agreement. Id. § 8941(c). Managers are limited to a one year term unless
otherwise stated by the agreement. Id. § 8941(cX2). Managers may resign at any
time. Id. § 8947.
191. Id. § 8943(a).
192. Id. § 8943(b)(1). This standard of care is similar to the business judgment
rule that applies to corporate officers. A member who acts as a limited partner has
no duties to the company other than his general duties as a member. id. §
8943(b)(2).
193. 15 PA. CONS. STAT. § 8942.
194. Id. § 8942(b)(1), (2).
195. Id. § 8942(e).
196. Id. § 8922(a).
197. Id. § 8931(c). The one exception to the rule of limited liability is in the
case of an LLC conducting business as a professional practice, where the members
will be personally liable for malpractice in which they are involved. Id. § 8922(b).
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recover from a member if the LLC's assets are insufficient to
satisfy the claim.
Distributions by the LLC are also provided for by the Act."a
The general rule is that distributions of profits or allocations of
losses to the members of the company are to be per capita. The
operating agreement may provide an alternative method of
distribution." No member or manager has the right to demand a distribution in a form other than in cash from the

LLC.' The member-manager may not be compelled to accept
any distribution which exceeds his or her per capita share in the
company.2"'

Federal Tax Considerations

Whether limited liability companies organized pursuant to the
Pennsylvania Limited Liability Company Act will be classified
as partnerships for federal tax purposes will depend upon the
provisions of the certificate of organization and the operating
agreement of the LLC. A Pennsylvania LLC will be deemed to

possess the corporate characteristic of limited liability,' and
may possess centralized management, depending on whether it
elects to be managed by all members or by managers.0 '
The determination of whether the LLC lacks free transferability of interests will depend upon the provisions set forth in the

operating agreement. The Pennsylvania statute permits the
operating agreement to provide for free transferability . ' If the

198. See generally 15 PA. CONS. STAT. §§ 8932-35.
199. Id. § 8932.
200. Id. § 8934(a).
201. id. § 8934(b).
202. The Pennsylvania LLC Act provides:
Neither the members of a limited liability company nor the managers of a
company managed by one or more managers are liable, solely by reason of
being a member or a manager, under an order of a court or in any other
manner for a debt, obligation or liability of the company of any kind or for
the acts or omissions of any other member, manager, agent or employee of the
company.
Id. § 8922.
203. The Pennsylvania statute provides that management of the LLC may be
vested in one or more managers. 15 PA CONS. STAT. § 8941(a). The statute further
provides that the managers need not be members. Id. § 8941(b). In light of the
IRS's minimum capital requirements and profit/loss interests for managers, it is unclear whether an LLC with non-member managers could be classified as a partnership for federal tax purposes. See Rev. Proc. 95-10. See notes 129-49 and accompanying text for a discussion of these minimum requirements as set forth in the Revenue
Procedure.
204. 15 PA. CONS. STAT. § 8924. The statute provides:
Unless otherwise provided in writing in the operating agreement, if all of the
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operating agreement includes no provision regarding transfer of
interest, the statutory provision will apply, and the unanimous
consent of the members will be necessary to transfer the attributes of membership."5
Similarly, the operating agreement will determine whether
the LLC lacks the corporate characteristic of continuity of life.
The Pennsylvania statute provides for dissolution upon an event
of dissociation, unless the operating agreement includes a right
to continue the business.2 e Therefore, if the operating agreement is silent, the statutory provisions should satisfy the IRS's
guidelines for failing to possess continuity of life.2 7
A limited liability company organized pursuant to Pennsylvania law that adopts the default provisions of the Pennsylvania
statute should be classified as a partnership for federal tax purposes.' Under the default provisions, the LLC will lack the
corporate characteristics of continuity of life and free
transferability of interests. An LLC that does not possess these
two characteristics may be managed by either members or mem-

other members of the company other than the member proposing to dispose of
his interest do not approve of the proposed transfer or assignment by unanimous written consent, the transferee of the interest of the member shall have
no right to participate in the management of the business and affairs of the
company or to become a member.
Id. (emphasis added). A similar provision of the Delaware LLC statute was the subject of a revenue ruling. See Rev. Rul. 93-38, 1993-21 I.R.B. 4. The IRS ruled that
because the LLC's operating agreement, as permitted under the statute, allowed the
transferee to become a member upon written notice of the transfer, the LLC possessed the corporate characteristic of free transferability. id.
205. Id.
206. 15 PA. CONS. STAT. § 8971(a)(4). This section provides:
Upon a member becoming a bankrupt or executing an assignment for the
benefit of creditors, or the death, retirement, resignation, expulsion or dissolution of a member, or the occurrence of any other event that terminates the
continued membership of a member in the company, unless the business of
the company is continued by the consent of all the remaining members given
within 90 days following such event or under a right to do so stated in the
operating agreement.
Id. (emphasis added). A similar provision of the Delaware LLC statute was examined in a revenue ruling. See Rev. Rul. 93-38, 1993-21 I.R.B. 4. The IRS held that
where, pursuant to the statute, the operating agreement provided for the continuation of the business upon the dissociation of a member, the corporate characteristic
of continuity of life was present. Id.
207. Although the events of dissolution set forth in the Pennsylvania statute
are not exactly the same as those listed in the Revenue Procedure (Pennsylvania's
statute does not provide for dissolution upon the insanity of a member), those events
included in the Pennsylvania statute clearly "provide a meaningful possibility of
dissolution." See Rev. Proc. 95-10.
208. However, a Pennsylvania LLC with only one member, although permissible
under the Pennsylvania statute, may not be classified as a partnership for federal
tax purposes. See 15 PA. CONS. STAT. § 8912; see also Rev. Proc. 95-10.
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ber-managers without affecting its federal tax classification."
If the managers of the LLC are not members, however, the LLC
will not meet the requirements outlined by the IRS in Revenue
Procedure 95-10 for obtaining an advanced ruling of its classification."'0
An LLC organized pursuant to the Pennsylvania LLC Act that
does not adopt the Act's default provisions can also qualify for
treatment as a partnership for federal tax purposes. The operating agreement should be drafted to comply with the provisions of
Revenue Procedure 95-10 and the IRS's prior revenue rulings
regarding the classification of LLCs. " ' Finally, the Pennsylvania Act includes a provision that allows modification of the certificate of organization or operating agreement if necessary for a
Pennsylvania LLC to be classified as a partnership for federal
tax purposes." '
State Tax Considerations
For state tax purposes, the Pennsylvania Limited Liability
Company Act provides that all LLCs, except restricted professional LLCs, are treated as corporations, and their members are
treated as shareholders.213 LLCs that satisfy the statutory requirements may elect Pennsylvania S corporation status. "
However, even LLCs that elect to be treated as Pennsylvania S

209. The Association Regulations provide that an unincorporated association will
be taxed as a corporation if it possess more corporate characteristics than non-corporate characteristics. Treas. Reg. § 301.7701-2(a)(3) (as amended in 1993). Because
four characteristics are considered, if two are lacking the entity cannot possess a
majority of corporate characteristics.
210. As indicated previously, the Pennsylvania statute allows non-members to
manage the LLC. See 15 PA. CONS. STAT. § 8941(c)(1). This does not comply with
the IRS's capitalization and profit/loss interest requirements for managers. See Rev.
Proc. 95-10.
211. In particular, the revenue ruling involving the Delaware LLC should be
carefully examined, as it provides examples of provisions that lack corporate characteristics and provisions that possess corporate characteristics. See Rev. Rul. 93-38,
1993-21 I.R.B. 4. This Revenue Ruling is also significant because the provisions of
the Delaware statute appear to be substantially similar to the provisions of the
Pennsylvania Act.
212. 15 PA. CONS. STAT. § 8915. This section provides:
The provisions of this chapter are intended to permit a limited liability company to qualify for taxation as an entity that is not an association taxable as a
corporation under the Internal Revenue Code. . . . the certificate of organization and operating agreement may effect any change in the form of organization of the company, in addition to or in contravention of the provisions of
this chapter, that may be necessary to accomplish that purpose.
Id.
213. Id. § 8925(a).
214. Id.
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corporations will be subject to the corporate net income tax and
the capital stock-franchise tax."'
The Pennsylvania Act's failure to provide favorable tax treatment for LLCs at the state level could significantly limit the
number of entities that organize as LLCs in Pennsylvania. Because the overwhelming majority of states provide favorable tax
treatment to LLCs at the state level, this provision is a significant disincentive. If the legislature intended to attract new business to the Commonwealth through the Limited Liability Company Act, it should have drafted a statute that was at least as
favorable to businesses as LLC acts in other states.
Mergers
The Pennsylvania Limited Liability Company Act permits
mergers and consolidations between domestic and foreign LLCs,
as well as between domestic and foreign LLCs and other business entities.21 The Act requires that a plan of merger or consolidation be prepared and adopted by either the members or the
managers." 7 The plan must include the terms, conditions of
the merger or consolidation and the mechanism for converting
the ownership interests in the existing entity into interests in
the resulting entity."' Where the resulting entity will be a
Pennsylvania LLC, the plan must also set forth the changes to,
including any restatement of, the certificate of organization and
the operating agreement.219
The Act provides that a plan of merger or consolidation can be
adopted by either the managers or the members.o Adoption
by the members occurs when the plan is approved by the majority of the votes cast. 1 The statute further provides, however,
that a plan of merger or consolidation for an LLC that is managed by managers must also be approved by the managers.'
215. Id. See PA. STAT. ANN. tit. 72, § 7602 (1990 & Supp. 1994) (Pennsylvania
Capital Stock-Franchise Tax). The Act further provides that the ability of a municipality to collect taxes or fees from a company that elects LLC status is not affected
by the statute. 15 PA. CONS. STAT. § 8925(a).
216. 15 PA. CONS. STAT. § 8956. Foreign LLCs may participate in a merger
with Pennsylvania LLCs if permitted by the statute governing the foreign LLC. Id.
§ 8956(a).
217. Id. § 8957.
218. Id. § 8957(a). Additional provisions may be included. Id.
219. Id. § 8957(a)(2).
220. Id. § 8957(g), (h).
221. 15 PA. CONS. STAT. § 8957(g).
222. Id. The statute provides:
A proposed plan of merger of consolidation shall not be deemed to have been
adopted by a company that is managed by one or more members unless it has
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A plan of merger or consolidation may be adopted by the managers alone. 3 The Act allows for adoption by the managers
where the plan will not alter the provisions of the LLC's certificate of organization or operating agreement, 24 and each
member's interest in the resulting entity will be identical to the
interest held in the existing entity."
Once a plan of merger or consolidation is adopted, a certificate
of merger (or consolidation) must be filed with the Department
of State.' This certificate must include information relating to
the entities involved in the merger or consolidation, the effective
date, how the plan was adopted, and a copy of the plan. 7 Upon completion of a merger or consolidation, the resulting company shall hold title to all property and be obligated for all liabilities of the merged or consolidated companies.'
While the provisions of the Pennsylvania Limited Liability
Company Act provide an easy mechanism for converting an
existing business into a limited liability company, the federal tax
consequences of converting a corporation into an LLC may prevent these provisions from being employed. The conversion from
a partnership to an LLC that is classified as a partnership for
federal tax purposes should be tax free.' The IRS has previously ruled that the conversion of a general partnership to a limited partnership is a tax-free transfer. 20 If an LLC is considered a partnership, the same principle should apply upon the

also been approved by the managers, regardless of the fact that the managers
have directed or suffered the submission of the plan to the members for action.
Id.
223. Id. §8957(h). The operating agreement may provide for adoption by members in all instances. Id.
224. Id. § 8957(h)(1). Changes. to the certificate of organization or operating
agreement that do not require the approval of the members are permissible. Id.
225. Id.
226. 15 PA. CONS. STAT. § 8958.
227. Id. § 8958(a). The copy of the plan may be omitted if it is on file and
available at the place of business of the surviving entity. Id § 8958(b).
228. Id. § 8959(b). Any unpaid taxes of the merged or consolidated companies
also become the responsibility of the surviving or new company. Id. § 8959(c).
229. In a revenue ruling, the IRS determined that the conversion of a general
partnership into a limited partnership was an exchange pursuant to section 721 of
the Internal Revenue Code, and therefore was a non-recognition transaction. See
Rev. Rul. 84-52, 1984-1 C.B. 157. Section 721 of the Internal Revenue Code provides
that, "[n]o gain or loss shall be recognized to a partnership or to any of its partners
in the case of a contribution to the partnership in exchange for an interest in the
partnership." I.R.C. § 721(a). Because the surviving entity was also a partnership
and because that entity carried on the partnership business, the IRS determined
that the partnership was not terminated. Rev. Rul. 84-52; see I.R.C. § 708(b).
230. Rev. Rul. 84-52, 1984-1 C.B. 157.
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conversion of a partnership to an LLC.2"'
There is no parallel provision for converting a corporation to
an LLC in a tax-free event. While the contribution of assets to
the LLC would not be taxable,2 32 getting the assets out of the
corporation will require recognition of gain based on the appreciation of the value of the corporation."3 If a corporation does
liquidate, and distributes the assets to its shareholders who
then contribute the assets to the LLC, the corporation and the
The
shareholders will recognize gain on the liquidation.'
shareholders/members would not recognize gain or loss on contribution of the assets to the LLC;' the member's basis in the

LLC would equal the basis in the assets transferred;"' the
LLC's basis in the assets transferred would also equal the
member's basis in those assets. 7
The cost of conversion will largely depend on the inherent
gain in the corporation's assets. Even if there is substantial
appreciation in those assets, corporations with high levels of
income could still save money by eliminating one layer of taxation. For many corporations considering converting to an LLC,
the decision may turn on whether the tax savings of partnership

tax treatment outweigh the costs of immediate recognition of
231. In a number of private letter rulings, the IRS has concluded that the
conversion of a partnership to an LLC was not a taxable event. See Priv. Ltr. Rul.
95-01-033 (October 5, 1994) (ruling that the conversion of a Maryland general partnership of lawyers to an LLC would be a continuation of the partnership, provided
that the LLC qualified for partnership treatment and there were no changes in the
partners' shares of the liabilities); Priv. Ltr.-Ru. 94-52-024 (September 29, 1994)
(ruling that the conversion of a general partnership of physicians to an LLC was a
continuation of the partnership and therefore could be effected without recognizing
gain or loss on the conversion); Priv. Ltr. Rul. 94-43-024 (July 26, 1994) (ruling that
the conversion of a Utah- limited partnership to an LLC was a continuation of the
partnership and therefore did not trigger recognition of gain or loss).
232. See I.R.C. § 721(a).
233. If the assets are distributed to the shareholders, the corporation will recognize gain to the extent the fair market value of the assets exceeds the corporation's
basis in those assets. See I.R.C. §§ 311(b), 336(a). In addition, the shareholder will
recognize gain to the extent the value of the property received exceeds the
shareholder's basis in the stock. See I.R.C. § 331.
A conversion of an S corporation to an LLC will also cause recognition of
gain; that gain, however, will only be recognized at the shareholder level, rather
than by both the corporation and the shareholder. See I.R.C. §§ 1366, 1368.
234. See I.R.C. §§ 331(a), 336(a).
235. See I.R.C. § 721(a).
236. See I.R.C. § 722. The basis would now equal the fair market value of the
assets, due to the gain recognized on liquidation of the corporation. The member's
basis would be adjusted for the member's share of liabilities of the LLC. See I.R.C. §
752.
237. See I.R.C. § 723. Again, because of the recognition of gain on liquidation of
the corporation, the basis would now equal the fair market value of the property
transferred.
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gain at both the corporate and shareholder level.
Disassociationand Dissolution
Disassociation of a member may be limited by the operating
agreement. The Pennsylvania Act provides that a member may
be precluded from voluntarily disassociating from the LLC before the dissolution of the company.' Dissolution of the LLC
is similar to the dissolving of a general partnership. In Pennsylvania, nonjudicial dissolution of an LLC may occur in a number
of ways." Dissolution may be avoided by the consent of a majority of the members.240 The LLC may also be judicially dissolved."' The Act also provides for the winding-up 2 and distribution of the assets upon dissolution.' After the windingup process, the company will prepare a certificate of dissolution
and upon the filing of the certificate, the existence of the company will cease.'
CHOICE OF BUSINESS ENTITY IN PENNSYLVANIA
The LLC joins the growing list of business entities to choose
from in the Commonwealth. These entities differ with regard to
tax treatment, limitations on liability and organizational structure.

238. 15 PA. CONS. STAT. § 8948.
239. Id. § 8971. The Act provides that dissolution of an LLC occurs upon the
happening of one of the following events:
(1) At the time or upon the happening of events specified in the certificate of
organization.
(2) At the time or upon the happening of events specified in writing in the
operating agreement.
(3) By the unanimous written agreement or consent of all members.
(4) Upon a member becoming bankrupt ...
or (on] the death, retirement,
resignation, expulsion or dissolution of a member, or the occurrence of any
other event that terminates the continued membership of a member in the
company ....

Id.
Id. § 8103(c).
241. Id. § 8972.
242. Id. § 8973.
240.

243. 15 PA. CONS. STAT. § 8974. The Act designates the order of settling accounts after dissolution. The order is as follows: creditors of the LLC, satisfaction of
debts and liabilities to members, return of the members contribution of capital, and
finally the members share of the remaining profits. Id.
244. Id. §§ 8975, 8976.
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Corporations
Pennsylvania offers the corporate form of business.'

Orga-

nization under this form provides that the shareholders are not
personally liable for the debts of the corporation.' The risk is
limited to the investment in the business. A corporation is taxed
as a separate entity unless "S" status is elected."'7 In addition,

corporations must comply with statutory requirements regarding
annual meetings, boards of directors, officers and filings with
the Secretary of State.
An S corporation will not be taxed at the federal level, but
rather treated as a flow-through entity.' Regardless of other

tax status, all corporations are subject to the Pennsylvania capital stock-franchise tax.2 9 Professional corporations are treated
as corporations for tax purposes, but shareholders are personally
liable for malpractice in which they are involved." °
Partnerships
Partnerships are another form of business entity available in
Pennsylvania. In a general partnership, the partners are person-

ally liable for the debts of the business.25' Income and other

tax items flow through to the partners, resulting in no tax at the
entity level. 52 The partnership form of business also offers the
advantages of informal management and the absence of statuto-

ry requirements. Limited partnerships provide limited partners
with limited liability for the debts of the business.' At least
one general partner must have the liabilities of a partner in a
general partnership. Limited partners are not permitted to man-

245. See 15 PA. CONS. STAT. §§ 1101-1997 (1992 & Supp. 1994).
246. 15 PA. CONS. STAT. § 1526 (1992).
247. See I.R.C. § 1361; PA. STAT. ANN. tit. 72, § 7307 (1990).
248. See I.R.C. §0 1361-78. In Pennsylvania, a corporation electing to be treated
as an S Corporation is also not taxed at the corporate level. PA. STAT. ANN. tit. 72,
§ 7307.8 (1990). The S election in Pennsylvania is generally available to corporations
that qualify under Subchapter S of the Internal Revenue Code. Id. §§ 7307.1,
7301(s.2).
249. PA. STAT. ANN. tit. 72, § 7602 (1990 & Supp. 1994).
250. See 15 PA. CONS. STAT. § 2925(b). The shareholder is also responsible for
the acts of any individual under his supervision. Id.
251. See 15 PA. CONS. STAT. § 8327 (1992). Partners are jointly and severally
liable for the torts of other partners. Id. Partners are jointly liable for all other
debts of the partnership. Id.
252. See I.R.C. § 701.
253. 15 PA. CONS. STAT. § 8523 (1992).
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age or participate in the control of the business.' The limited
partnership is normally taxed as a flow-through entity.
Limited Liability Company
The LLC combines the desirable features of corporations and
partnerships. The LLC offers limited liability to all its members,
as does a corporation. However, the LLC is not taxed at the
entity level for federal purposes and is not required to maintain
corporate formalities. The LLC takes from the partnership entity
the pass-through tax feature, the simplified management style
and leaves behind the unlimited liability. For small businesses
seeking the management benefits of a partnership and the liability protection of a corporation, the LLC merits serious consideration. Pennsylvania LLCs, however, will not be treated as
partnerships at the state level, but rather will be subject to the
double taxation of corporations.
Limited Liability Partnership
Along with the enactment of the LLC Act, Pennsylvania
passed the Limited Liability Partnership ("LLP") Act.' The
effect of becoming an LLP is to provide general partners with
protection from personal liability. First, general partners will
not be personally liable for torts in which they are not involved. 2" To ensure protection from the tort liability of other
partners, the LLP must carry insurance as provided by the statute. 7 Furthermore, a general partner who disassociates from
the partnership may cut off his or her personal liability for debts
of the partnership by making a filing with the Department of
State that provides notice of the termination of the person's
interest as general partner.2"
LLP status will not affect the tax status of the partnership
254. Id.
255. Id. §§ 8201-07. Other states have enacted similar statutes. See, e.g., LA.
REV. STAT. ANN. §§ 9:3431 to 9:3435 (West Supp. 1995); MD. CORPS. & ASS'NS CODE
ANN. § 9-307(B) (Supp. 1994).
256. 15 PA. CONS. STAT. § 8204. General partners remain personally liable for
all other debts of the partnership. Id.
257. id. § 8206.
258. Id. § 8205. If the withdrawal of the partner is due to his or her death, or
retirement pursuant to an established policy of the partnership, the limitation on
liability will become effective immediately. Id. § 8205(b)(6). If the withdrawal is for
any other reason, the limitation on liability will become effective only if the business
of the partnership is continued for a year after the withdrawal. Id. Insurance is not
required for this protection to be applicable; instead creditors of the partnership are
protected by the requirement that the business be continued for a year. rd.
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under either federal or Pennsylvania law. An LLP will pay an
annual fee equal to two-hundred dollars per Pennsylvania partner. 59 The liability protection provided by LLP status is significantly more limited than that provided by a corporation or an
LLC, but LLP status is attractive to existing partnerships because it is easy to implement. Unlike reorganizing as a corporation or an LLC, which requires organizing an entirely new entity
under different provisions of law, becoming an LLP does not
require any change in a partnership's form of organization or its
partnership agreement.
Business Trust
Pennsylvania also offers an entity known as a business
trust.2" A business trust is an unincorporated association. 1
As a trust, property is held by trustees and managed for the
benefit of beneficiaries or holders of trust certificates. In operation, a business trust looks like a corporation. The owners, who
are termed beneficiaries, are not personally liable for the debts
of the business."e
Due to the preponderance of corporate characteristics, a business trust readily can be characterized as a corporation for federal tax purposes." Business trusts were not subject to the
Pennsylvania corporate net income tax or the capital stockfranchise tax.2 ' Effective January 1, 1995, however, the exemption for business trusts from the Pennsylvania capital stockfranchise tax and corporate net income tax ended. However,
Pennsylvania business trusts that are classified as partnerships
for federal income tax purposes will not be affected and will
remain exempt from those taxes.

259. Id. § 8221. The fee is less than the fee for LLCs because the liability
protection provided by an LLP is less. See 15 PA. CONS. STAT. § 8998(b) (providing
that professional LLC's will pay an annual fee equal to three-hundred dollars per
Pennsylvania member).
260. See 15 PA. CONS. STAT. §§ 9501-06 (1992 & Supp. 1994).
261. 15 PA. CONS. STAT. § 9501. A business trust has no relationship to trusts
created for estate planning purposes.
262. Id. § 9506. Recovery of such parties are limited to the assets of the business trusts. Id. Limited liability may not exist outside of Pennsylvania. Many states
have no clear rules governing foreign business trusts.
263. See Tress. Reg. §§ 301.7701-2(a)(2), (3) (as amended in 1993); Rev. Rul.
72-121, 1972-1 C.B. 403. If desired, it is possible to draft the business trust so that
it will be taxed as a partnership for federal income tax purposes. See Rev. Rul. 8879, 1988-2 C.B. 361.
264. See 15 PA. CONS. STAT. § 9501(c).
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ProfessionalLLC
The Pennsylvania Limited Liability Act provides for the creation of limited liability companies that render professional
services,2 65 and restricted professional services."" The formation and organizational requirements are the same for professional LLCs as for all other LLCs." 7 The certificate of organization of a restricted professional company must indicate that
the LLC is a restricted
professional company and must also
2
describe its services.

68

A restricted professional company is primarily limited to the
business of rendering the .restricted professional services set
forth in the certificate of organization.2" The Act does permit a
restricted professional company to own property for the purpose
of carrying out its business, and to invest funds. 7 All members and managers of a restricted professional company must be
licensed to provide the restricted professional services, unless
the rules or regulations of the profession provide otherwise.
A restricted professional company must register annually with
the Department of State.272 The certificate of annual registra265. For purposes of the LLC Act, professional companies are defined as those
companies that provide professional services. Id. § 8903.
266. Id. § 8921. Restricted professional services are defined as "[tihe following
professional services: chiropractic, dentistry, law, medicine and surgery, optometry,
osteopathic medicine and surgery, podiatric medicine, public accounting, psychology
or veterinary medicine." Id. § 8903. The statute provides that the provision of public
accounting services includes issuing reports on financial statements, financial consulting, tax advising and preparing tax returns. Id. § 8996(d)(1).
267. See 15 PA. CONS. STAT. §§ 8911-14. Qualified foreign restricted professional
companies may register in the same manner as foreign LLCs. Id. § 8981.
268. Id. § 8913(7). A similar requirement is imposed upon qualified foreign restricted professional companies. Id. § 8981(a)(2).
269. Id. § 8996(a). The statute precludes restricted professional service companies from owning any interest in clinical labs, blood banks, health care facilities,
ambulatory service facilities and kidney treatment centers. Id. § 8996(d)(2).
270. Id. § 8996(a)(1). A restricted professional company may also be a partner,
shareholder or member in a partnership, corporation or restricted professional company. Id. § 8996(a)(2).
271. Id. § 8996(b). The Act also provides that restricted professional services
may only be rendered by licensed persons. ld. § 8996(c). Restricted professional companies may, however, employ non-licensed persons, such as clerks, bookkeepers, nurses and technicians "who are not usually and ordinarily considered by law, custom
and practice to be rendering the restricted professional service or services for which
the restricted professional company was organized." Id. The Act further provides
that, "[nlotwithstanding any other provision of law, a restricted professional company
may charge for the restricted professional services rendered by it, may collect those
charges and may compensate those who render the restricted professional services."
Id.
272. 15 PA. CoNs. STAT. § 8998(a). This requirement applies to both domestic
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tion, together with the annual registration fee must be filed by
April 15th, for the preceding calendar year.273 The annual registration fee is currently three-hundred dollars per licensed resident member as of the end of the calendar year for which the fee
is paid. 74 The Act provides that the fee will be increased every
three years, beginning December 31, 1997, based on the increase
in the Consumer Price Index for Urban WorkersY 5
The limited liability afforded members and managers of LLCs
is modified for members and managers of professional companies.' The Act provides that the general rule of limited liability "shall not afford members and managers of a professional
company with greater immunity than is available to the officers,
shareholders, employees or agents of a professional corporation."277 In addition, organization of a professional LLC does
not shield the company from the jurisdiction or disciplinary
powers of any entity regulating the profession.278
The tax treatment of a restricted professional services LLC is
also different from other LLCs at the state level. The statute
excepts a restricted professional company from the provision
that treats LLCs as corporations for purpose of state taxes. 79
A restricted professional company is treated as a limited partnership, and its members as limited partners.m This tax status will not apply for any year in which the restricted professional company engages in business not permitted under the
statute, has only one member, or is a member of an LLC."
The limited liability company form may provide an advantage
over the professional corporation for those rendering professional
restricted professional companies and foreign restricted professional companies that
are registered to do business in Pennsylvania. Id.
273. Id. The failure to pay the annual fee does not affect the continued existence of the restricted professional company, but constitutes a lien on its assets. Id.
§ 8998(f).
274. Id. § 8998(b).
275. Id.
276. See 15 PA. CONS. STAT. § 8922.
277. Id. § 8922(b). Under the Pennsylvania professional corporation statute,
shareholders, officers and agents of a professional corporation are personally liable
for their own negligence, as well as the negligence of those under their direct supervision. 15 PA. CONS. STAT. § 2925(b).
278. Id. § 8922(c). For example, the Supreme Court of Pennsylvania, and not
the legislature, regulates lawyers. See PA. CONST. art. V, § 10(c). Therefore, a conclusive determination of whether lawyers can practice as an LLC would have to come
from the court.
279. 15 PA. CONS. STAT. § 8925(a). The reason professional LLCs were made
taxable as partnerships is that most of the firms that want to become LLCs are
professional practices that are currently organized and taxed as partnerships.
280. Id. § 8997(a).
281. Id. § 8997(b).
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services. Namely, the LLC offers the possibility of flow-through
tax treatment, while at the same time retaining the limited
liability of professional corporations. Therefore, professionals
operating within the Commonwealth may choose to organize as
a restricted professional company under the Pennsylvania Act.
For professionals who conduct business outside of the state,
however, the uncertainty created by the varying statutory provisions regarding professional LLCs is troubling. Some states
permit professional LLCs," 2 others prohibit them,2 and other statutes are silent on the matter.2 Generally, a state's
treatment of foreign LLCs will be no more generous than that of
domestic LLCs. In Pennsylvania, for example, foreign LLCs are
recognized, but they are subject to all of the restrictions imposed
on domestic LLCs." 5 A state that does not permit domestic
professional LLCs is unlikely to recognize the limited liability of
a foreign professional LLC."
For a professional corporation whose business is conducted
exclusively within the Commonwealth and whose primary con-

282. See ALA. CODE § 10-12-45 (1994); IOWA CODE ANN. §§ 490A.1501 to
490A.1519 (West Supp. 1994); KAN. STAT. ANN. § 17-7603(q) (Supp. 1993); 15 PA.
CONS. STAT. § 8995 (Supp. 1995); TEX. REV. Civ. STAT. ANN. art. 1528n § 2.01 (West
Supp. 1995); UTAH CODE ANN. § 48-2b-105(1)(r) (1994); VA. CODE ANN. § 13.1-1008
(Michie 1993).
283. See OR. REV. STAT. § 63.074(2) (Supp. 1994); R.I. GEN. LAWS § 7-16-3
(1992).
284. See FLA. STAT. ANN. §§ 608.401 to 608.471 (1992 & Supp. 1995); WYO.
STAT. ANN. §§ 17-15-101 to 17-15-143 (1992).
285. See 15 PA. CONS. STAT. § 8981(a). The Pennsylvania statute provides:
A qualified foreign limited liability company shall enjoy the same rights and
privileges as a domestic limited liability company, but no more, and, except as
otherwise provided by law, shall be subject to the same liabilities, restrictions,
duties and penalties now in force or hereafter imposed upon domestic limited
liability companies to the same extent as if it had been organized under this
chapter.
Id. § 8981(a)(3).
286. In light of the ease with which jurisdiction can be obtained, and the uncertain resolution by another jurisdiction of a conflict of law question, the inconsistent recognition of professional LLCs is a significant concern. The Pennsylvania statute includes the following provision:
The personal liability of a member of a company to any person or in any
action or proceeding for the debts, obligations or liabilities of the company or
for the acts or omissions of other members, managers, employees or agents of
the company shall be governed solely and exclusively by this chapter and the
laws of this Commonwealth. Whenever a conflict arises between the laws of
this Commonwealth and the laws of any other state with regard to the liability of members of a company organized and existing under this chapter for
the debts, obligations and liabilities of the company or for the acts or omissions of the other members, managers, employees or agents of the company,
the laws of this Commonwealth shall govern in determining such liability.
15 PA. CONS. STAT. § 8922(d).
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cern is achieving partnership tax treatment, the Pennsylvania
professional LLC

-

the restricted professional company

-

may

provide the answer. The restricted professional company will
maintain the limited liability characteristics of a professional
corporation, can be classified as a partnership for federal tax
purposes, 7 and will be treated as a limited partnership for
state taxation. Whether this combination of factors will lead
many professional corporations to convert to professional LLCs
will likely depend on the weight given to their inconsistent
treatment from jurisdiction to jurisdiction.
CONCLUSION

The limited liability company is an important organizational
development for business planners. The LLC offers a variety of
advantages over other business entities, including organizational, management, capitalization and tax benefits. The immaturity
of an LLC as an entity, however, gives rise to disadvantages.
While the recent IRS promulgations with regard to LLCs suggest that this entity is here to stay, its federal tax classification
could be altered.' The lack of case law addressing potential
issues involving LLCs and the absence of uniformity between
the state LLC laws leaves planners with a lack of certainty. In
this vacuum it is difficult for business planners to weigh the
benefits and costs of LLCs.
Pennsylvania's LLC Act highlights these planning concerns.
By taxing the LLC as a corporation for the purposes of state
taxes, the Pennsylvania Act removes a significant incentive for
businesses to organize as LLCs. The substantial cost a corporation may incur in converting to an LLC, coupled with the lack of
tax benefits at the state level, will deter many corporations from
seeking to become LLCs. Those providing restricted professional
services, who may organize as LLCs and be taxed as a partnership at the state level, are the most likely to take advantage of
the LLC form of entity.
The Pennsylvania Act's failure to provide a state tax incentive
for LLCs limits the possibility that new businesses will enter the

287. For a restricted professional company to obtain federal partnership tax
treatment, it must not possess more corporate characteristics than non-corporate
characteristics. See Treas. Reg. § 301.7701-2(a)(3) (as amended in 1993). For a discussion of the corporate characteristics as applied to Pennsylvania LLCs see notes
202-12 and accompanying text:
288. Congress could require LLCs to be taxed as corporations rather than partnerships. Such legislation would not be unprecedented. See I.R.C. § 7704 (providing
that publicly traded limited partnerships shall be treated as corporations).
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Commonwealth to become Pennsylvania LLCs. The vast majority of states offering LLC status provide for partnership tax
treatment of LLCs at the state level. 9 While the Pennsylvania
General Assembly may have been concerned that corporations
would reorganize as LLCs and cost the Commonwealth substantial tax revenues, this concern is unfounded because of the significant federal tax costs of liquidation. The Pennsylvania's LLC
Act, coupled with its high corporate tax rates, sends a message
to the business community that Pennsylvania is not interested
in attracting new businesses. The rush to create an LLC statute
in Pennsylvania will not likely be followed by a rush of new
businesses into the Commonwealth.
James M. Ginocchi
Kimberly A. Taylor

289. The provision of the Alabama LLC Act is typical in this regard. See ALA.
CODE § 10-12-8 (1994). The Alabama statute provides:
The terms "partnership" and "limited partnership," when used in any chapter
or title other than this chapter, the Alabama Partnership Act . . . and the
Alabama Limited Partnership Act of 1983 . . . include a limited liability company organized under this chapter, unless the limited liability company is an
association taxable as a corporation for federal income tax purposes, or unless
the context requires otherwise.
ALA. CODE § 10-12-8 (citations omitted). Therefore, the state tax treatment of LLCs
in Alabama is determined by their federal tax classification.
In addition, Pennsylvania's neighbors, Ohio and West Virginia, both provide
favorable state tax treatment to LLCs. See OHIo REv. CODE ANN. § 5733.01()
(Supp. 1994) (providing that LLCs are only subject to the corporate franchise tax if
they are treated as corporations for federal tax purposes); W. VA. CODE § l1-13A2(b)(8) (including LLCs that are treated as partnerships for federal tax purposes in
the definition of partnership for state tax purposes).

